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Bank Held Not Liable for Non-Payment of Check 


Bank was not bound to obey depositor’s instructions if he 
gave instructions not to pay his checks made payable to plain- 
tiff for the reason that “there were insufficient funds in the 
bank if in fact there were sufficient funds there.” The depositor 
could have stopped payment and the bank could then have re- 
fused to make payment because payment had been stopped. 

In this case bank refused payment on a check for “insuf- 
ficient funds” and was thereafter sued by the payee who al- 
leged that at the request of the drawer the bank had dishonored 
the check on the ground of insufficient funds when actually 
there were sufficient funds in the drawer’s account to pay it. 
The check in question was not accepted or certified by de- 
fendant bank. The bank may have refused payment without 
incurring liability. ‘The depositor may have stopped payment 
without liability to the other defendants. However, if the bank 
intentionally refused payment because there were insufficient 
funds in the bank when actually there were sufficient funds on 
deposit, that would be deception, an unlawful act, and if it 
contained all of the elements of fraud, it could be the basis of 
a scheme to defraud the plaintiff. 

The court ruled that the payee had failed to show the ele- 
ments necessary to sustain his charge of fraud. Defendant 
bank is not liable to plaintiff since it had not accepted or certi- 
fied the check. There was no privity between them. Bank and 
its officers owed no duty to holder of unaccepted or uncertified 
check of depositor to properly keep and maintain bookkeeping 
entries, and to properly observe state of account of depositor. 


NOTE—FPor similar decisions see B. L. J. Digest (Fifth Edition) §1223. 
71 
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Bank, therefore, would not be liable for alleged negligence in 
failing to properly maintain bookkeeping entries and observe 
state of account, allegedly resulting in the dishonoring of 
checks for insufficient funds when in fact depositor had suf- 
ficient funds in bank. This was decided by the Supreme Court 
of New York in the case of Berkoff v. Klein, 81 N. Y. Supp. 
(2d) 244, by the following opinion: 


Defendants Louis Sternick, Philip Greene and The Public National 
Bank and Trust Company of New York move to dismiss the complaint 
in so far as it relates to them pursuant to Rule 106 of the Rules of 
Civil Practice on the ground that the complaint does not state facts 
sufficient to constitute a cause of action. The second and third causes 
of action relate specifically to said defendants. 

The second cause of action alleges that the defendant Klein was 
indebted to the plaintiff in the sum of $21,500, that the defendants 
were officers, etc., of the defendant bank, and that the defendants con- 
spired to defraud plaintiff; that pursuant to said conspiracy “the de- 
fendants . . . returned’ checks issued by the defendant, Harry H. Klein, 
marked ‘insufficient funds’ which checks were made payable to plaintiff, 
when as a matter of fact, the defendant, Harry H. Klein, had funds on 
deposit with the defendant, The Public National Bank and Trust Com- 
pany of New York, sufficient to pay those checks,” and, further, that 
the defendants “honored checks drawn on the account of the defendant, 
Harry H. Klein . . . at times when checks submitted for collection by 
the plaintiff and payable to the plaintiff were dishonored and marked 
‘insufficient funds.’* ‘The third cause of action charges said defend- 
ants with “negligence” in that they “neglected to properly keep and 
maintain proper bookkeeping entries, in failing to properly observe 
the state of the account of the defendant, . . . in dishonoring the 
aforementioned checks. . . .” The plaintiff concedes that no cause of 
action lies in contract or on the instrument. Negotiable Instruments 
Law, § 825. The plaintiff contends, however, that the defendants en- 
tered into a common design of conspiracy to defraud him. Defendants 
retort that a conspiracy is an agreement between two or more persons 
to do an unlawful act and the defendants did not commit an unlaw- 
ful act. 

The checks in question were not accepted or certified by the de- 
fendant bank. The bank may have refused payment without incurring 
liability. ‘The depositor may have stopped payment without liability to 
the other defendants. Negotiable Instruments Law, § 325. However, 
if the bank intentionally refused payment because there were insuf- 
ficient funds in the bank when actually there were sufficient funds on 
deposit, that would be deception, an unlawful act, and if it contained 
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all of the elements of fraud, it could be the basis of a scheme to defraud 
the plaintiff. The Court is reluctant to believe that these defendants 
would attempt to justify such conduct but their attorneys appear to 
do so. The bank did not have any right to deceive anyone. The bank 
was not bound to obey the defendant Klein’s instructions if he gave 
instructions not to pay the checks for the reason that “there were in- 
sufficient funds in the bank if in fact there were sufficient funds there.” 
The depositor could have stopped payment and the bank could then 
have refused to make payment because payment had been stopped. 

On the other hand, while the plaintiff may have an action in fraud, 
he has not set forth all of the necessary elements of fraud. Brackett 
v. Griswold, 112 N. Y. 454, 467, 20 N. E. 376, 379; see also Ochs v. 
Woods, 221 N. Y. 335, 117 N. E. 305. 

As to the third cause of action, plaintiff has not submitted any 
authority holding that these defendants owed to him any duty to keep 
its books carefully for his protection. Negotiable Instruments Law, 
§ 325, and the cases cited thereunder, indicate that the defendant bank 
is not liable to the plaintiff since it had not accepted or certified the 
check. There was not privity between them. 

The motion is granted to dismiss the second and third causes of 
action with leave to the plaintiff to plead the second cause of action 
again if he be so advised. Settle order. 


Bank Could Not Avail Itself of Deposit Slip Provision 


Provision of bank’s deposit slip states as follows: “Credit 
given for items drawn on or payable at this office shall be pro- 
visional subject to revocation at or before the end of the day 
on which deposited in the event the items are found not pay- 
able for any reason.” It was held that the bank’s right to avail 
itself of this provision was negatived by depositor’s request to 
teller that the checks presented be cashed and the cash de- 
posited to his account, and by his act in filling in his deposit 
slip showing only the deposit of cash. The relationship of 
bank and depositor became that of debtor and creditor. 

Provision contained in the stop payment order to the effect 
that the bank shall not be liable if “payment be made contrary 
to this request, if such payment occur through inadvertence 
and accident,” is a valid and binding part of the contract be- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §390. 
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tween bank and depositor, and exempts the bank from the 
effect of inattention, the result of carelessness, oversight, mis- 
take, or fault of negligence. 

These decisions were rendered by the United States Dis- 
trict Court, Puerto Rico, in the case of Martinez v. National 
City Bank of New York, San Juan Branch. The opinion of 
the court is as follows: 


1. The Defendant The National City Bank of New York is a 
national banking association organized under the laws of the United 
States of America, with principal office in the city and State of New 
York, and this is a suit of a civil nature arising out of a transaction 
involving banking in an insular possession of the United States, namely, 
the Island of Puerto Rico. 

2. The plaintiff, John Martinez, on, prior and subsequent to 
November 18, 1946, maintained in his individual name a deposit ac- 
count with the San Juan, Puerto Rico Branch of the defendant. Under 
date of November 16, 1946, the plaintiff drew a check on the said ac- 
count, payable to one Telesforo del Valle, for the amount of $1,000. 

3. The plaintiff, together with the said Telesforo del Valle, also 
maintained, on and prior to November 18, 1946, a joint deposit ac- 
count with the said San Juan Branch of the defendant, the said ac- 
count being entitled “John Martinez and/or Telesforo del Valle.” The 
said account is hereinafter referred to as “the joint account.” 

4. The aforesaid Telesforo del Valle, on, prior and subsequent to 
November 18, 1946, also maintained a deposit account in his individual 
name with the said San Juan Branch of the defendant. 

5. At the opening of business on November 18, 1946, which was 
at or a few minutes before nine o’clock in the morning, Telesforo del 
Valle presented to Manuel Bermudez, one of the tellers in the said 
San Juan Branch of the defendant, a deposit slip made out on one of 
the printed forms used by the said Branch, indicating the desire of the 
said Telesforo del Valle to deposit to his individual account the sum 
of $1,610.15. The deposit was indicated on the slip as being in bills 
and not in checks. 

6. Simultaneously with presentation of the deposit slip to the 
teller, Telesforo del Valle also presented to the teller the check drawn 
on the individual account of John Martinez for $1,000 mentioned in 
finding number 2 above and two other checks for $50 and $560.15, 
respectively, both drawn on the joint account of Martinez and del 
Valle. The total of the three checks was the same as the amount shown 
on the deposit slip, namely, $1,610.15. 

7. Upon presenting the deposit slip and the three checks to the 
teller, Telesforo del Valle requested the teller to cash the three checks 
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and to deposit the cash to his individual account, as indicated in the 
deposit slip. 

8. The teller left his cage and went to the current account de- 
partment of the defendant and verified from the ledger sheet that there 
were sufficient funds, in the individual account of John Martinez to 
cover the check for $1,000. The teller did not, at that time, examine 
the ledger sheet of the joint account. The teller returned to his cage 
and entered in the passbook of Telesforo del Valle a credit for the 
amount of the deposit, namely $1,610.15. Del Valle then left the bank 
at approximately three minutes after nine o’clock. The deposit slip 
and the checks were in the usual course of business sent to the transit 
department of the bank. 


9. Shortly before nine o’clock on the same morning, namely, 
November 18, 1946, John Martinez went to the desk of Manuel Net, 
the officer of the defendant then in charge of receiving stop payment 
orders, and' stated that he wanted to stop payment on the $1,000 
check mentioned in finding number two, and to close the joint account 
mentioned in paragraph 3. Following the usual practice, Net went to 
the current accounts department and verified from the ledger sheet 
that the check for $1,000 had not been charged to the account of 
Martinez. Net returned to his desk and filled out a stop payment 
order on the bank’s printed form for signature by Martinez. The 
stop payment order indicates that it was signed at nine o’clock in 
the morning. 

10. Following the signing of the stop payment order, Net pro- 
duced the ledger sheet for the joint account of Martinez and del Valle. 
At that time Martinez produced a blank check signed by himself and 
Telesforo del Valle, and stated to Net that the check had been given 
to him to fill out for the amount of the balance in the account. Mar- 
tinez filled out the blank check for $1,514.72. The balance shown on 
the ledger sheet for the joint account at that time was $1,581.72. 
Martinez thereupon filled out a deposit slip for the deposit of this 
check and others to his individual account, and left the banking offices. 
Martinez finished his business with Net and left the bank about 9:10 
or 9:15 in the morning. 

11. Net testifies that at the time Martinez was signing the stop 
payment order, he saw Telesforo del Valle at the teller’s window and 
told Martinez of this fact, and that Martinez stated, “I know it.” 
Martinez denies that he saw del Valle in the bank at that time and 
denies that Net told him of his presence there. The Court finds that 
Net did see del Valle at the teller’s windows and did tell Martinez of 
that fact. 

12. It is the usual practice of the defendant bank in handling stop 
payment orders to observe the following steps; namely, to determine 
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from the ledger in the current accounts department whether the check 
in question has been charged to the depositor’s account; if not, the 
officer in charge then fills out a printed form of stop payment order, 
and) has the depositor sign the same; upon the signing of the stop pay- 
ment order, the officer in charge directs his secretary to fill out type- 
written notices for each teller, containing a description of the check, 
as well as a typewritten notice to be affixed to the depositor’s ledger 
sheet. Once this is done, the officer or his secretary take the notices to 
each teller and to the current accounts department, and causes each 
teller to initial the original stop payment order. It is not the practice 
of the defendant to give verbal notice to tellers of stop payment orders. 
Shortly after Martinez’s departure from the Bank on this occasion, 
and at about 9:30 in the morning, Net commenced' personally to obtain 
the initials of the individual tellers on the original stop payment order 
signed by Martinez. He obtained the initials of the tellers in cages 
numbered one and two. Upon his arrival at cage three, occupied by 
Bermudez, he was advised by Bermudez that the check for $1,000 had 
already been paid and had gone to the transit department. Bermudez 
did not initial the stop payment order, and had no notice of the stop 
payment order until that time. 

18. All of the checks were charged by the bank to the respective 
account upon which drawn; that is, on November 18, 1946, the $1,000 
check was charged to the account of John Martinez; the two checks 
for $50 and $560.15 were charged to the joint account of Telesforo 
del Valle; and the check for $1,514.72 was charged to the joint ac- 
count and credited to the individual account of John Martinez. The 
account of Telesforo del Valle was credited with the amount of 
$1,610.15 shown on his deposit slip. 

14. During the course of the day of November 18, 1946, Net 
placed a rubber stamp across the face of the $1,000 check reading 
“Payment Stopped.” On that same date the account of del Valle was 
charged with the three items, namely, $1,000, $560.15, and $50. The 
account of Martinez was credited with $1,000 on November 19, 1946. 
Notices were sent out to del Valle indicating these charges and notice 
was given to Martinez that payment of his check for $1,000 had been 
stopped. 

15. On November 20, 1946, del Valle appeared at the bank pro- 
testing the charges so made to his account, and upon advice of counsel 
the bank again reversed them, crediting del Valle with the amount of 
$1,610.15 as shown on his deposit slip, and charging Martinez with the 
amount of $1,000 check. These entries were made on November 
20, 1946. 

16. Four items were charged to the joint account on November 
18, 1946, in the following order, namely, $50, $560.15, $1,514.72, $17, 
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and $50, as a result of which the joint account was overdrawn in the 
amount of $610.15. On November 20, 1946, the bank charged this 
amount to the account of Martinez. 


Conclusions of Law 

A. The Court has jurisdiction of this proceeding by virtue of the 
provisions of section 15 of the Banking Act of 1933, 12 U. S. C. 682, 
12 U.S.C.A. § 6382. 

B. As a result of the transaction between the teller Bermudez 
and Telesforo del Valle at the opening of business on November 18, 
1946, the relationship between the bank and del Valle became that of 
debtor and creditor for the amount of $1,610.15. The giving of credit 
to del Valle for that amount was practically and legally the same as 
if the teller had paid the money to del Valle and had received it again 
on deposit. Cohen v. First Nat. Bank of Nogales, 1921, 22 Ariz. 394, 
198 P. 122, 124, 15 A. L. R. 701. 

C. As regards del Valle, the Bank had thereafter no right to avail 
itself of the provision of its deposit slip, which states: 

“Credit given for items drawn on or payable at this office shall be 
provisional subject to revocation at or before the end of the day on 
which deposited in the event the items are found not payable for any 
reason.” 

The bank’s right to avail itself of this provision would have de- 
pended upon the implied acceptance by del Valle of this provision, 
which was negatived by del Valle’s demand that the checks be cashed 
and the cash deposited by his account, and by his act in filling in his 
deposit slip showing only the deposit of cash. 

D. The provision contained in the stop payment order to the 
effect that the bank shall not be liable if “payment be made contrary 
to this request, if such payment occur through inadvertence and acci- 
dent,” is a valid and binding part of the contract between the Bank 
and Martinez, and exempts the bank from the effect of inattention, the 
result of carelessness, oversight, mistake, or fault of negligence. Tre- 
mont Trust Co. v. Burack, 1920, 235 Mass. 398, 126 N. E. 782, 784, 
9 A. L. R. 1067; Gaita v. Windsor Bank, 1929, 251 N. Y. 152, 167 
N. E. 203; Edwards v. National City Bank of New York, 1934, 150 
Misc. 80, 269 N. Y. S. 6387. 

E. There is no evidence that Net knew or had reason to know 
that del Valle’s presence at the teller’s window at the moment when 
Martinez was signing the stop payment order was related to the check 
for $1,000, and there is no evidence that Martinez, who had an oppor- 
tunity to do so, directed his attention to this possibility. Under such 
circumstances, it does not appear that Net’s failure to depart from 
the usual procedure for handling stop payment orders was in any way 
improper, or that Net was guilty of any breach of duty to Martinez. 
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F. Even if it should be held that Net, contrary to the usual prac- 
tice of the defendant, should in this particular case have given the 
teller verbal notice of the stop payment order, his failure to do so was 
at most the result of his failure correctly to appraise the situation, 
and may thus be characterized as inadvertence within the meaning of 
the word as used in the stop payment order and did not amount to a 
wilful disregard of the notice, in either case the defendant is not liable 
for its failure to stop payment of the check for $1,000. 

G. From information furnished by Martinez the defendant was 
aware that the blank check on the joint account which Martinez filled 
out on November 18, 1946, was held by him only for the purpose of 
drawing out the balance of the joint account, by agreement between 
del Valle and Martinez, and that Martinez was thus acting as agent 
for del Valle in filling out the blank check. As a result of the payment 
of the two checks aggregating $610.15 at the opening of business on 
November 18, 1946, the balance in the joint account at the time that 
Martinez filled out the blank check for $1,514.72 was actually $971.15, 
and was reduced to $904.57 as a result of the subsequent payment of 
two checks for $17 and $50. Martinez exceeded his authority in filling 
out the check for $610.15 in excess of the balance in the account, 
and the defendant properly charged his account with the resulting 
overdraft. 





Puerto Rican Branch of New York Bank Not 
Considered “Foreign Branch” 


As provided in Section 604 of the Federal Reserve Act, 
12 U.S. C. A., “every national banking association operating 
foreign branches shall conduct the accounts of each foreign 
branch independently of the accounts of other foreign branches 
established by it and of its home office, and shall at the end of 
each fiscal period transfer to its general ledger the profit or 
loss accrued at each branch as a separate item.” The branch 
office of the New York bank in the present case is located in 
San Juan, Puerto Rico—not a foreign country, but an insular 
possession of the United States. The term “foreign branches” 
in Section 604 does not include branches in dependencies or 
insular possessions. 
Accordingly, the New York bank could not set aside a sum- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §215. 
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mons served by the Internal Revenue Bureau on the cashier 
requiring him to appear in tax proceedings relating to a resi- 
dent of Puerto Rico, to give testimony in the matter of the 
tax liability of the resident, and to produce books and papers 
with respect to the accounts of resident in Puerto Rican 
branch, where by-laws of New York bank showed that it had 
full control over records of branch in Puerto Rico. 

This decision was rendered In re Rivera by the United 
States District Court of New York, 79 Fed. Supp. 510 in the 
following opinion: 


This is a motion by respondents to vacate and set aside a summons 
issued by a Special Agent of the Bureau of Internal Revenue under 
the authority of Section 3614 of the Internal Revenue Code, 26 
U. S. C. A., and served upon John C. Macy, Assistant Cashier, Na- 
tional City Bank of New York, requiring him to appear to give testi- 
mony in the matter of the tax liability of Dr. Luis Rivera or Luis R. 
Feliciano, and to produce certain books and papers; and also to vacate 
and set aside an order of this court requiring him to comply with 
the said summons, issued pursuant to Section 3633(a). 

The summons required him to produce 


“All accounts with the San Juan, Porto Rico, Branch of the Na- 
tional City Bank of New York pertaining to Dr. Luis Rivera, also 
known as Luis R. Feliciano, under his name or under whatever names 
or designations entered, for the years 1942 to 1946, both inclusive, to- 
gether with deposit tickets relative to the accounts for the same years. 
Photostats or transcripts of these records will be accepted in lieu of 
the originals, if more convenient to you.” 

The motion is made upon the ground that the books and papers 
are not in the possession, or under the control, of Macy, or of the 
head or home office of the National City Bank of New York, or of any 
person or persons in the head or home office, and are not within the 
State of New York, or the jurisdiction of this court or of the Bureau 
of Internal Revenue. No objection is made that Macy was not a 
proper person to be served with the summons on behalf of the Bank. 

The National City Bank of New York (hereafter referred to as 
“the Bank”) is a national banking association organized under the 
laws of the United States, with its principal or home office in the City 
of New York. In June 1918, it established a branch at San Juan, 
Porto Rico, as authorized by Section 25 of the Federal Reserve Act, 
Chap. 6, 38 Stat. 273-274, as amended by the Act of September 7, 
1916, Chap. 461, 39 Stat. 755, now Section 601, 12 U. S. C. A. This 
section provided that national banking associations might obtain au- 
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thority from the Federal Reserve Board to “establish branches in 
foreign countries or dependencies or insular possessions of the United 
States for the furtherance of the foreign commerce of the United 
States.” The Bank now has 48 such branches. 

It is well settled that a person cannot be compelled to produce, 
under a subpoena, a document which is neither in his possession nor 
under his control. The physical location of the document is unimpor- 
tant. Basically, the test is control. Munroe v. United States, 1 Cir., 
216 F. 107; In re National Public Utility Investing Corporation, 2 
Cir., 79 F. 2d 302; In re Harris, D. C. S., N. Y., 27 F. Supp. 480; In 
re Grand Jury Subpoenas Duces Tecum, D. C. S. D., N. Y., 72 F. 
Supp. 1013. And there is a “presumption that a corporation is in the 
possession and control of its own books.” In re Ironclad Manufactur- 
ing Co., 2 Cir., 201 F. 66, 68. 

Section 604 of the Federal Reserve Act, 12 U. S. C. A., provides 
as follows: 

“Every national banking association operating foreign branches 
shall conduct the accounts of each foreign branch independently of 
the accounts of other foreign branches established by it and of its home 
office, and shall at the end of each fiscal period transfer to its general 
ledger the profit or loss accrued at each branch as a separate item.” 


The government contends that the moving papers in support of 
the motion show that the home office of the Bank has general super- 
vision and control over the affairs of the San Juan branch, and, there- 
fore, can obtain and produce the required records. The Bank con- 
tends that the San Juan branch is a separate unity and that under 
the decision In re Harris, supra, it cannot be compelled to produce 
any records of the branch. 

The By-Laws of the Bank provide that 

(1) “The Board of Directors shall have power to manage and 
administer the business and affairs of the Association,” 


(2) “The Board of Directors shall appoint a Cashier, who... 
shall be custodian of the corporate seal, records, documents and papers 
of the Association,” 

(3) “The Board of Directors may appoint a Manager Overseas 
Division who shall have supervision and control of all foreign branches 
of the Bank. He shall have general executive powers with respect to 
said branches,” 

(4) “The Board of Directors shall have plenary power to establish, 
to discontinue, or, from time to time, to change the location of, any 
branch in a foreign country or in a dependency of the United States 
of America, subject to such limitations as from time to time may be 
provided by law,” 
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(5) “Subject to the general supervision and control of the Board 
of Directors the affairs of the foreign branches shall be under the im- 
mediate supervision and control of the Manager Overseas Division, 
and subject to such rules and regulations as he shall promulgate from 
time to time; ... (who) is authorized to employ at any foreign branch 
the necessary officers, agents and employees,” 


(6) “At each (foreign) branch, the officer, manager, or other agent 
in charge thereof shall keep or cause to be kept, full and regular books 
of account, which shall at all times be open to inspection by the Asso- 
ciation, through its proper officers or accountants or by the proper 
officers of the Government of the United States of America. All the 
transactions of the Association at the several branches shall be re- 
ported promptly to the Association by the officer, manager or other 
agent in charge thereof.” 

It appears from an affidavit submitted by George F. Nolte, an 
Assistant Vice-President of the Bank, that, since its establishment in 
1918, the San Juan branch has been conducted as a completely sepa- 
rate and independent unit, under the separate management and super- 
vision of an officer, with the title of “Manager”; that the present 
Manager derives his authority to act from a power of attorney, exe- 
cuted under the authority of the Board of Directors of the Bank, 
which confers upon him full power and authority to manage, transact 
and generally conduct a general banking business on behalf of the 
Bank ; that his acts are subject to the approval of the home office only 
with respect to transactions exceeding certain specified amounts; that 
the home office does not require its branches to report each specific 
transaction with a customer, but only general transactions; that 
neither the Cashier nor the Manager Overseas Division is empowered 
by the By-Laws to remove original records from the branches, al- 
though there are no restrictions with respect to transcripts or photo- 
static copies; that the home office does not have any list of depositors 
in the San Juan branch, or any record of transactions or balances in 
their accounts, the only records of deposits and withdrawals being 
kept at San Juan; that the San Juan branch maintains “a current 
account” with the home office, but keeps its own reserves, makes its 
own investments and loans without approval by the home office, unless 
the amount exceeds a certain sum; and that the San Juan branch con- 
ducts its business under rules and regulations laid down by the local 
Porto Rican banking authorities under Title VIII, Section 39, of the 
Porto Rican Banking Law. 

I do not find anything in Section 39 of the Porto Rican Banking 
Law which prohibits, or imposes any restriction upon, the removal 
from Porto Rico of the records called for by the summons, or the 
furnishing of transcripts or photostats thereof. ‘The By-Laws of the 
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Bank show that the Bank has full control over such records, and there 
is nothing indicating to the contrary in the Nolte affidavit. 

In re Harris, supra, heavily relied on by the Bank, is readily dis- 
tinguishable. In that case the branch involved was located in London, 
England—a foreign country, and it was held that “the fact that by 
section 604 the accounts of a foreign branch are to be conducted ‘in- 
dependently’ of the home office leads to the conclusion that the records 
of a depositor’s account with a foreign branch, not kept here, are not 
so within the control of the main office here as to be subject to produc- 
tion by subpoena duces tecum served here.” [27 F. Supp. 481.] The 
branch office in the present case is located in San Juan, Porto Rico— 
not a foreign country, but an insular possession of the United States. 
48 U.S. C. A. Chap. 4. The term “foreign branches” in Section 604 
does not include branches in dependencies or insular possessions. See 
Domenech v. National City Bank, 294 U. S. 199, 206, 55 S. Ct. 366, 


79 L. Ed. 857. 


Finally, the Bank insists that the summons here cannot be upheld, 
for it was issued under the authority of Section 3614 of the Internal 
Revenue Code; and Section 734, 48 U. S. C. A., of the Organic Law 
of Porto Rico provides that the internal revenue laws of the United 
States (except certain sections not here pertinent) shall not be ap- 
plicable to Porto Rico. It argues that the Bureau of Internal Revenue 
has no income tax jurisdiction in Porto Rico, that the summons could 
not have been served there, and that it should not be allowed to do in- 
directly what it cannot do directly. But that is not the question. The 
Bureau is not seeking to enforce any internal revenue law in Porto 
Rico. It seeks merely to obtain from a corporation here, to whom the 
internal revenue laws indubitably apply, certain information relative 
to the accounts of an individual to whom, presumably, the internal 
revenue laws also apply. There is nothing in the Organic Law of Porto 
Rico which prohibits this. 

The respondents’ motion to vacate and set aside the summons and 
to vacate the order requiring compliance therewith is denied. 





BANKING DECISIONS 


In this department are published each month all of the important deci- 
sions of the Federal and State Courts involving questions pertaining 
to the law of barking and negotiable instruments. The experiences 
they disclose des ve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 





Liability of Collecting Bank to Drawee Bank 
for Paying Checks to Fictitious Payees 





Bank of New York v. Public National Bank & Trust Co. et al, Supreme 
Court, 82 N. Y. Supp. (2d) 694 





Where maker drew checks payable to the order of firms which 
were not legally in existence, under the belief that said firms were 
actually in existence and intending that checks be paid only to said 
firms, it was held that collecting banks paying checks were liable to 
drawee bank for amount of checks. It was incumbent on collecting 
banks to see to it that the checks were endorsed by the payee named 
therein. 

The drawer owes no duty even to the drawee bank to ascertain 
whether the payee named in his check is an actual person, firm or 
corporation. The question of negligence cannot arise unless the 
depositor has, in drawing his check, left blanks unfilled, or by some 
affirmative act of negligence has facilitated the commission of a fraud 
by those into whose hands the check may come. There is no privity 
between the drawer and the collecting bank, and the drawer owes to 
it no duty of vigilance. 


Action by the Bank of New York against the Public National Bank 
& Trust Company of New York and others for amounts paid defendants 
by plaintiff on checks drawn by the Mergenthaler Linotype Company 
to the orders of fictitious payees in reliance on defendant’s endorsed 
guarantees of all prior endorsements, in which defendants filed third- 
party complaints against the linotype company, the Hellenic Bank 
Trust Company, and others. On third-party defendant linotype com- 
pany’s motion to dismiss the third-party complaints and the other third- 
party defendant’s answers thereto. 

Motions to dismiss third-party complaints granted. 

Sullivan & Cromwell, of New York City, for plaintiff. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §297. 
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Maurice & McNamee, of New York City, for defendant and third- 
party plaintiff Public Nat. Bank & Trust Co., and third-party defend- 
ant Hellenic Bank Trust Co. 

Leo T. Kissam, of New York City, for defendant and third-party 
plaintiff Chase Nat. Bank. 

Newman & Bisco, of New York City, for defendant and third-party 
plaintiff Manufacturers Trust Co. 

Gasser, Hayes & Davidson, of New York City, for third-party de- 
fendant Mergenthaler Linotype Co. 

Max M. Littman, of New York City, for third-party defendant 
Royal Industrial Bank. 

George Mandelbaum, of New York City, for third-party defendant 
Lexington-West, Inc. 

Dorff & Levy, of New York City, for third-party defendant Penn- 
sylvania Exchange Bank. 

Meyer Schiff, of New York City, for third-party defendant Jack S. 
Esformes, etc. 

George R. Crosby, of New York City, for third-party defendant 
American Surety Co. of New York. 

David J. Landau, of New York City, for third-party defendant At- 
lantic Trading Co. 


HECHT, J.—Mergenthaler Linotype Company, a third-party de 
fendant, moves to dismiss the causes of action alleged against it in the 
third-party complaint of third-party plaintiff Manufacturers Trust Com- 
pany. Companion motions are directed against similar causes of actiou 
in the third-party complaints of third-party plaintiffs Public National 
Bank and Trust Company and the Chase National Bank of the City of 
New York, and in the third-party answers of third-party defendants 
Hellenic Bank Trust Company, the Pennsylvania Exchange Bank and 
Royal Industrial Bank. The bases of the motions are (a) that the 
causes of action are legally insufficient, Rules of Civil Practice, rule 
106; and (b) that they are not properly interposed in the instant action. 

This litigation stems from the swindle practiced upon Mergenthaler 
by its employee Nickel and one Julius Lobel. Plaintiff, Bank of New 
York, was Mergenthaler’s bank of deposit, and all the checks involved 
were drawn on it. 

The main complaint alleges that Nickel induced officers of Mergen- 
thaler to sign on its behalf numerous checks to the order of “Clifton 
Manufacturing Company” and or “A. O. Schumacher & Sons” by falsely 
representing to them that such checks were in payment for goods sold 
and delivered to Mergenthaler. Mergenthaler believed that the payees 
named in the checks identified a “real and actual firm or corporation 
which had supplied goods and materials to Mergenthaler and to which 
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Mergenthaler was indebted therefor.” In signing the checks, Mergen- 
thaler’s intention “was to pay and discharge thereby a bona fide in- 
debtedness to a real and actual firm or corporation for goods sold and 
materials delivered to Mergenthaler by such real and actual firm or cor- 
poration.” The names of the two payees, unknown to Mergenthaler, 
“were wholly fictitious, and did not represent, describe or identify any 
real or actual firm or corporation which had supplied goods or materials 
to Mergenthaler or to which Mergenthaler was indebted, or any real 
and actual firm or corporation.” Without any authority so to do, 
Nickel delivered the checks to Lobel. The latter endorsed the checks 
respectively “Clifton Manufacturing Co.” and “John B. Clifton,” or “A. 
O. Schumacher & Sons” and “Alfred O. Schumacher” and negotiated 
them. These endorsements were forged and unauthorized. 

After the foregoing endorsements and one or more intermediate en- 
dorsements had been placed upon them, one of the three collecting 
banks (the several defendants Public, Chase and Manufacturers) en- 
dorsed the respective checks “Prior Endorsements Guaranteed,” and 
presented them to plaintiff for payment. By their several endorsements, 
the collecting banks respectively guaranteed to plaintiff the regularity 
and genuineness of the prior endorsements thereon. Plaintiff then being 
indebted to Mergenthaler, in sums in excess of the amounts of the 
checks, paid them to the collecting banks in reliance on their endorse- 
ments. Plaintiff's demand for repayment of these sums has been re- 
fused by the collecting banks. The collecting banks admit that the re- 
spective checks were endorsed “Clifton Manufacturing Co.” and “John 
B. Clifton” or “A. O. Schumacher & Sons” and “Alfred O. Schumach- 
er”; that they guaranteed to plaintiff the regularity and genuineness of 
the prior endorsements and received payment of the checks from plain- 
tiff; and that they refused the latter’s demand for repayment; and deny 
all the other allegations of the complaint. 


Plaintiff brought the instant action to recover the $336,607.87 thus 
paid by it to the three collecting banks and seeks judgment of $30,353.31 
against Public, of $230,535.14 against Chase, and of $75,789.42 against 
Manufacturers. The collecting banks in turn served third-party com- 
plaints upon those who had collected the amounts of the checks from 
them after guaranteeing prior endorsements thereon. Chase sued third- 
party defendants the Pennsylvania Exchange Co. and Hellenic; Public 
sued third-party defendant Royal; and Manufacturers sued two check- 
cashing companies. Pennsylvania and Royal also served third-party 
answers upon respective check cashing companies who had collected 
from them after guaranteeing prior endorsements. 

In addition thus to seeking recovery over from the banks or check 
cashing companies to whom they had made payment, Public, Chase, 
Manufacturers, Pennsylvania and Royal have served third-party plead- 
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ings upon Mergenthaler. Hellenic received its checks directly from 
Clifton or Schumacher, so that its third-party pleading is directed solely 
against Mergenthaler. Mergenthaler has made the instant motions to 
dismiss these six third-party pleadings. The third-party complaint of 
Manufacturers may be taken as typical. 

This complaint alleges that Lobel, using the alias of John B. Clifton, 
filed in the New York County Clerk’s office a certificate stating that the 
latter intended to transact business under the name of Clifton Manufac- 
turing Co. (hereinafter called “Clifton”) and that Lobel, using the 
aliases of Alfred O. Schumacher and Frank Schumacher, filed in the 
same office a certificate stating that the Schumachers intended to trans- 
act business under the name of A. O. Schumacher & Son (hereinafter 
called “Schumacher”). Lobel was the sole owner of the businesses 
conducted under said trade names. Prior to the issuance and delivery 
of the checks sued upon herein, a course of dealings had been estab- 
lished between Mergenthaler on the one hand and Clifton and Schu- 
macher on the other hand, by the receipt and acceptance by Mergen- 
thaler of invoices in the name of Clifton and Schumacher, and by the 
issuance and delivery by Mergenthaler to Clifton and Schumacher of a 
series of prior checks for substantial amounts against such invoices, 
which checks were drawn upon and paid by plaintiff. All of the checks 
sued upon herein were submitted for signature to Mergenthaler’s officers, 
supported by invoices of Clifton or Schumacher. The checks were en- 
dorsed by Lobel in his respective trade names, and were paid by Manu- 
facturers in reliance upon that and succeeding endorsements, in good 
faith and in the ordinary course of business, without notice or knowl- 
edge of any alleged defect or irregularity in connction with the en- 
dorsements or of any alleged defect in title. 

The first cause of action alleges that in issuing said checks and put- 
ting them into circulation, Mergenthaler knew that they would pass 
through the hands of parties other than the named payees and would 
be presented for payment to plaintiff through banking channels. “As 
to all parties who might become holders of its checks for value in good 
faith and in the ordinary course of business, Mergenthaler owed a duty 
to issue and put into circulation only valid checks, negotiable by deliv- 
ery or by endorsement of the payee of the instrument and delivery 
thereof.” In total disregard of such duty Mergenthaler negligently is- 
sued the checks, negligently permitted them to come into Lobel’s pos- 
session, and negligently failed to detect the alleged forgery of the en- 
dorsements on said checks and on earlier checks issued by Mergenthaler 
to the same payees. Mergenthaler was otherwise negligent in the ex- 
amination of return cancelled vouchers and in the auditing of its ac- 
count with regard thereto and in the inspection of invoices against which 
such checks were issued, in negligently failing to make proper inven- 
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tories and in auditing inventories against invoices, and in failing to audit 
properly said checks and the invoices against which they were drawn, 
and in otherwise failing to take reasonable steps to prevent the scheme 
to defraud. Manufacturers Trust Company has been damaged by said 
negligence of Mergenthaler without any contributory negligence on its 
part. 

The second cause of action alleges that by drawing the checks sued 
on herein, Mergenthaler admitted the existence of Clifton Manufactur- 
ing Co. or of A. O. Schumacher & Sons, the respective payees named 
thereon, and the then capacity of such employees to endorse said 
checks. Manufacturers relied upon the foregoing admissions in guaran- 
teeing all prior endorsements upon such checks and in collecting the 
proceeds thereof from plaintiff. 

In connection with both the first and second causes of action, it is 
alleged that Manufacturers is entitled to recover of Mergenthaler a 
sum equal to the amount of any judgment which plaintiff may recover 
against Manufacturers. 

The third cause of action alleges that Mergenthaler entered into a 
written agreement with plaintiff Manufacturers and others, providing 
that all parties assign to Mergenthaler all causes of action against Nickel 
and the others who participated in the fraud, and that all net recoveries 
be applied by Mergenthaler on a pro rata basis in reduction of all claims 
arising from Nickel’s fraud, and as so applied, inure to the benefit of 
plaintiff and of all endorsers. Mergenthaler has collected large sums 
of money and is pursuing other rights and remedies which will result 
in the collection of further substantial sums as net recoveries under said 
agreement. Manufacturers, having duly performed its part of the agree- 
ment, is entitled to recover its pro rata share of such net recoveries 
from Mergenthaler. 

The three causes of action set forth in the four other third-party 
pleadings against Mergenthaler are substantially similar to the fore- 
going. 

In addition, Manufacturers alone sues on a fourth cause of action. 
This is based on a depositor’s forgery bond issued to Mergenthaler by 
American Surety Company, whereby the latter agreed “to indemnify 
Mergenthaler and any bank or banks in which Mergenthaler main- 
tained a checking account against losses to an amount not exceeding 
$75,000 sustained through the forgery or alteration of any check, in- 
cluding any check made or drawn in the name of Mergenthaler payable 
to a fictitious payee and endorsed in the name of such fictitious payee.” 
Mergenthaler maintained a checking account with Manufacturers. Said 
bank authorized Mergenthaler to enforce payment of all claims there- 
under as agent for itself and Bank of New York and Manufacturers, 
the banks covered thereunder, and Mergenthaler in such capacity has 
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collected $75,000 on the bond. Plaintiff had agreed with Mergenthaler 
to credit its account with any amounts recovered herein from: Manu- 
facturers. By reason of the premises, Manufacturers is entitled to re- 
cover from Mergenthaler the moneys received by it from American 
Surety Company. 

In order to pass on the legal sufficiency of the foregoing causes of 
action alleged in the third-party complaint against Mergenthaler, it is 
necessary to understand the basis on which Bank of New York can 
prevail in the main action. 

Bank of New York has the right to bring this action against the 
collecting banks on their endorsement and guarantee, to recover its 
money paid to them under a mistake and without consideration. City 
of New York v. Bronx County Trust Co., 261 N. Y. 64, 68, 184 N. E. 
495, 496; Corn Exchange Bank v. Nassau Bank, 91 N. Y. 74, 81, 43 
Am. Rep. 655. In order to prevail in the action, Bank of New York 
would have to establish that it was liable to Mergenthaler for having 
paid out its depositor’s money without authority, and that it had ac- 
tually made such payment to Mergenthaler or that the latter had re- 
covered judgment against it for such amount. Corn Exchange Bank 
v. Nassau Bank, supra, 91 N. Y. at pages 80, 81; City of New York v. 
Bronx County Trust Co., supra, 261 N. Y. at page 70, 184 N. E. at page 
497; Halsey v. Bank of New York & Trust Co., 270 N. Y. 134, 138, 
200 N. E. 671, 672; International Aircraft Trading Co., Inc., v. Manu- 
facturers Trust Co., 297 N. Y. 285, 293, 79 N. E. 2d 249, 252. 

Mergenthaler could not recover from plaintiff nor plaintiff from the 
collecting banks if “Clifton Manufacturing Co.” and “iA. O. Schumacher 
& Sons,” the payees named in the checks were actual firms, even though 
Mergenthaler was defrauded into issuing the checks to such payees in 
reliance upon false representations that it was indebted to them for 
merchandise furnished. First Nat. Bank of Ft. Worth v. American 
Exchange National Bank, 170 N. Y. 88, 91, 93, 62 N. E. 1089, 1090; 
Halsey v. Bank of New York & Trust Co., supra, 270 N. Y. at pages 
138, 140, 200 N. E. at page 672, 673; Sherman v. Corn Exchange Bank, 
Ist Dept., 91 App. Div. 84, 85, 86 N. Y. S. 341, 342, 343; Holub-Dusha 
Co. v. Germania Bank of City of New York, Ist Dept., 164 App. Div. 
279, 283, 284, 149 N. Y. S. 775, 777, 778. This principle, which is con- 
ceded by Mergenthaler, is based upon the proposition that one who 
purchases a draft from “the person intended as payee of the draft” in 
good faith for value through endorsement of the payee is entitled to 
recover its amount even though the draft represents the proceeds of a 
fraud committed upon the payor by the payee. First National Bank of 
Ft. Worth v. American Exchange ‘National Bank, supra. 

“The result of it all was that the check and its proceeds reached the 
identical person whom the drawer intended that it should reach, to wit, 
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the person who had signed the contract of sale. . ; . It is true that he 
[the thief] committed a fraud upon plaintiff in inducing it to enter into 
a contract with a person who had no authority to make it. But the 
defendant [the drawee bank] was not responsible for that fraud, and 
the risk that plaintiff might be cheated in this manner was not one 
which the bank assumed. Its business and duty was to pay the check 
to the person to whom the drawer intended, when he made it, that it 
should be paid. If it did that, as I think it clearly did in the present 
case, it cannot be held liable for the fraud by which the drawer was 
led to intend that the amount represented by the check should be paid 
to a person to whom such drawer owed nothing, and from whom it re- 
ceived no consideration.” Holub-Dusha Co. v. Germania Bank, supra 
[164 App. Div. 279, 149 N. Y. S. 778]. 

On the other hand, if “Clifton Manufacturing Co.” and “A. O. Schu- 
macher & Sons” did not exist as legally constituted firms and this was 
unknown to Mergenthaler, who believed them to be actual firms and 
intended the checks to be payable only to the actual firms, then such 
check “constituted an order to pay to a non-existing person; in other 
words, it was a check without a payee to whom it could be delivered, 
who could transfer it or who could demand or receive payment. Such a 
check is a mere scrap of paper creating neither right nor obligation.” 
Swift & Co. v. Bankers Trust Co., 280 N. Y. 135, 145, 19 N. E. 2d 992, 
997. No one in the chain of possession is protected in making payment 
on the endorsement of the non-existing payee. Shipman v. Bank of the 
State of New York, 126 N. Y. 318, 330, 331, 27 N. E. 371, 373, 374, 
12 L. R. A. 791, 22 Am. St. Rep. 821; United Cigar Stores Co. v. Ameri- 
can Raw Silk Co., Inc., 1st Dept., 184 App. Div. 217, 171 N. Y. S. 480, 
affirmed 229 N. Y. 532, 129 N. E. 904; Strang v. Westchester County 
Nat. Bank, 235 N. Y. 68, 70-72, 188 N. E. 739; Ulmann Co. v. Central 
Union Trust Co. of New York, 257 N. Y. 563, 178 N. E. 796; City of 
New York v. Bronx County Trust Co., supra, 261 N. Y. 64, 69, 70, 184 
N. E. 495, 496, 497; Swift & Co. v. Bankers Trust Co., supra. Two 
reasons are assigned for this conclusion. 

First, the payor did not intend the check to be paid to a non-existent 
person or company, therefore the endorsement of the name of such 
non-existent payee conveys no title because the payment is not made in 
accordance with the payor’s direction. ‘As explained by Lehman, J., 
in Swift & Co. v. Bankers Trust Co., supra, 280 N. Y. at pages 138, 
139, 19 N. E. 2d at page 994: 


“The defendant was authorized to disburse moneys standing to the 
plaintiff’s credit only upon the order and direction of the plaintiff. Ship- 
man v. Bank of State of New York, 126 N. Y. 318, 27 N. E. 371, 12 
L. R. A. 791, 22 Am. St. Rep. 821. The plaintiff’s direction to the de- 
fendant was to pay the amount of the checks only upon the order of 
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John R. Turley. The plaintiff was induced to believe that an actual 
person named John R. Turley was in existence and, acting under that 
belief, it named him as payee. It had no intention to vest title to the 
checks in any person other than the payee so named or to authorize 
any other person to indorse or collect the checks. Intending to 
name an existing payee, the plaintiff failed in its intention. The de- 
fendant bank, believing that it was paying the checks in accordance 
with the plaintiff’s authorization, upon the order or indorsement of 
the payee named by the plaintiff, has in fact paid the checks upon 
the order of a person not named as payee. The defendant, challenged 
by the plaintiff to show its authority to make such payments and 
to charge the payments against the moneys in plaintiff's deposit 
account, can justify the charge only if the checks drawn by the plaintiff 
to a named payee may, contrary to their terms and contrary to the in- 
tention of the drawer, be treated as if drawn payable to bearer, because 
the payee named is a mythical, non-existent person. 

“This court has said that ‘the maker’s intention is the controlling 
consideration which determines the character of such paper. It cannot 
be treated as payable to bearer, unless the maker knows the payee to be 
fictitious and actually intends to make the paper payable to a fictitious 
person.’ Shipman v. Bank of State of New York, 126 N. Y. 318, 330, 
27 N. E. 371, 374, 12 L. R. A. 791, 22 Am. St. Rep. 821. The Negotiable 
Instruments Law, Consol. Laws, ch. 38, has, in this respect, codified 
the common law rule: ‘The instrument is payable to bearer: ... 
8. When it is payable to the order of a fictitious or non-existing person, 
and such fact was known to the person making it so payable.’ (§ 28.)” 


Secondly, the bank or other transferee accepting the check in the 
first instance has the duty of satisfying itself that the payee named 
therein is in existence and has endorsed the check, and those receiving 
the check from the first transferee relied on the responsibility of the 
respective transferror with whom they deal. “It (the bank) owed a 
duty to them (its depositors) to make payment only to the payees 
therein named, or to their order. It made no inquiry as to the identity 
of the payees, or as to the genuineness of their purported endorsement. 
. .. If a stranger representing himself as ‘C. Swift,’ for example, had 
presented the check, the bank would have been bound at its peril to 
see that he was in truth the payee entitled to receive payment thereon. 
... The depositor has a right to rely on the bank to be careful not to 
pay out money to the wrong person.” Gutfreund v. East River National 
Bank, 251 N. Y. 58, 64, 65, 167 N. E. 171, 173, 64 A. L. R: 1103. “It is 
matter of common knowledge that a bank in cashing a check or in ac- 
cepting it for deposit ordinarily relies upon the responsibility of the 
party, usually its own customer, with whom it deals. It pays no atten- 
tion to endorsements other than his. Upon no other basis could the 
banking business be carried on.” City of New York v. Bronx County 
Trust Co., supra, 261 N. Y. 72, 73, 184 N. E. 495, 498. 

“The defendants [collecting bank] ought not in conscience to retain 
the money because it does not belong to them; and for the further reason 





98 THE BANKING LAW JOURNAL 


that the defendants and the previous endorsers have each, on the same 
principle, their remedy over against the party to whom they respectively 
paid the money, until the wrongdoer is finally made to pay. If that 
party should be irresponsible, or if he cannot be found, the loss ought 
to fall on the party who, without due caution, took the bill from him.” 
Bank of Commerce v. Union Bank, 3 N. Y. 230, 232. “If the defendant 
is compelled to reimburse the plaintiffs, it has its remedy over against 
the prior endorsers; and if they in turn have no remedy against the prior 
endorsers, it is because they have chosen to deal with irresponsible per- 
sons, or those of whose character and responsibility they were ignorant.” 
White v. Continental National Bank, 64 N. Y. 316, 322, 21 Am. Rep. 612. 

The foregoing cases all dealt with non-existent individual payees. 
In the recent case of International Aircraft Trading Co., Inc., v. Manu- 
facturers Trust Co., 297 N. Y. 285, 79 N. E. 2d 249, the check had been 
drawn to a corporation which, unknown to the payor, was not organized 
until about three weeks later, and which never issued any stock or con- 
ducted any business. The collecting bank paid the check without any 
endorsement by the corporation, and without receiving any corporate 
resolution or other authorization for the creation of the account in the 
corporate name. The payor’s claim against the payee for return of the 
money was not grounded on any allegation of fraud but one of simple 
breach of contract. 297 N. Y. page 290, 79 N. E. 2d 250. The court 
allowed recovery to the payor against the drawee bank, and recovery 
over by the latter against the collecting bank. 


It follows in the instant case that if “Clifton Manufacturing Co.” 
and “A. O. Schumacher & Sons” at the time of the issuance of the 
checks were, unknown to Mergenthaler, firms which were not legally 
in existence, defendants are liable for the amount of the checks, since 
it was incumbent on them to see to it that the checks were endorsed by 
the payee named therein. That is the express holding of Jacoby v. 
Kline Bros. Co., Inc., Ist Dept., 241 App. Div. 470, 471, 272 N. Y. S. 
871, 872, where the court said, per Untermyer, J.: “The plaintiff, claim- 
ing to be a holder in due course, has recovered judgment on a check 
made by the defendant Kline Bros. Co., Inc., to the order of “Tri Rite 
Dresses.’ . . . The plaintiff failed to establish any cause of action on the 
check payable to Tri Rite Dresses, because he failed to prove indorse- 
ment by the payee. That issue was expressly tendered by the answer, 
which ‘denied the alleged signatures of the Tri Rite Dresses and Harry 
Goodman on said check as endorsees thereof and demands that said 
signatures be proved.’ Without proof of indorsement by the payee 
through whom title to the instrument was derived, the plaintiff could 
not recover. Negotiable Instruments Law, § 60; Graves v. American 
Exchange Bank, 17 N. Y. 205; Van Syckel v. Egg Harbor Coal & Lum- 
ber Co., 109 N. J. L. 604, 162 A. 627, 85 A. L. R. 300. Not only was 
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there no proof of indorsement by the payee, but the evidence affirma- 
tively established the contrary. It was established without dispute that 
there was no such concern as “Tri Rite Dresses,’ and that the maker 
was induced to execute the check by the fraud of Aranow, in the belief 
that there was. Under these circumstances the payee was not a fictitious 
person, and the check is not to be regarded as payable to bearer, within 
the meaning of section 28 of the Negotiable Instruments Law. ‘The 
maker’s intention is the controlling consideration which determines the 
character of such paper. It cannot be treated as payable to bearer un- 
less the maker knows the payee to be fictitious and actually intends to 
make the paper payable to a fictitious person.’ Shipman v. Bank of 
the State of New York, 126 N. Y. 318, 330, 27 N. E. 371, 374, 12 L. R. A. 
791, 22 Am. St. Rep. 821. To the same effect are Strang v. Westchester 
County National Bank, 235 N. Y. 68, 138 N. E. 739; Seaboard National 
Bank v. Bank of America, 193 N. Y. 26, 85 N. E. 829, 22 L. R. A., N.S., 
499; Ulmann Co., Inc., v. Central Union Trust Co., 257 N. Y. 563, 178 
N. E. 796 overruling Hartford v. Greenwich Bank of City of New York, 
215 N. Y. 726, 109 N. E. 1077. The plaintiff, therefore, had no title to 
the check.” 


It also follows that defendants will be held liable only if the names 
of the two payees, unknown to Mergenthaler, were wholly fictitious and 
did not represent any real or actual firm or corporation. The allegations 
that Mergenthaler mistakenly believed that it was indebted to the two 
payees, and that its intention in issuing the checks was to pay a bona 
fide indebtedness for materials delivered to it, do not furnish any basis 
for imposing liability on these defendants, since Mergenthaler must bear 
any loss resulting from such a mistake on its part if the payees were 
real firms. Cf. Mohr v. Lawyers Trust Co., 282 N. Y. 770, 27 N. E. 2d 
48 with Cohen v. Lincoln Savings Bank, 275 N. Y. 399, 10 N. E. 2d 
457, 112 A. L. R. 1424. 

In Strang v. Westchester Co. National Bank, supra, one Bushnell, 
who owned a piece of property, falsely represented to plaintiff that the 
property was owned by one Remsen (a non-existent person) and in- 
duced plaintiff to issue a check to Remsen in exchange for a bond and 
mortgage purportedly executed by him. Bushnell endorsed Remsen’s 
name on the draft and defendant bank paid him the proceeds. In di- 
recting recovery for plaintiff, the court said, per Cardozo, J. (235 N. Y. 
at page 72, 1388 N. E. at page 740): “The plaintiff did not loan her 
money to Bushnell, content to accept him as a borrower. He of all 
men was excluded. She loaned it upon the bond of Homer and Alice 
Remsen, with a mortgage as collateral. Undoubtedly she believed, when 
she drew her check upon the bank, that Remsen was an owner of the 
property, and that the mortgage was a valid lien. This belief did not 
mean that someone else who had been expressly excluded as a borrower 





100 THE BANKING LAW JOURNAL 


had the right, because he was the owner, to step into the borrower’s 
shoes. Remsen, if a real person, might have indorsed the draft without 
liability as a forger, however fraudulent the statement that he was the 
owner of the land. Phelps v. McQuade, supra [220 N. Y. 232, 115 N. E. 
441, L. R.A. 1918B, 973]. Bushnell, having asserted that the borrower 
was some one other than himself, was not at liberty to indorse, whether 
he was the owner of the land or not.” 

The foregoing analysis of the main complaint leads to the conclusion 
that the first two causes of action in Manufacturers’ third-party com- 
plaint against Mergenthaler are legally insufficient. 

If in the main action it appears that Lobel had actually filed in the 
New York County Clerk’s office trade name certificates for “Clifton 
Manufacturing Co.” and for “A. O. Schumacher & Sons” and was the 
sole owner of the business conducted under such trade names, and that 
the checks involved herein were endorsed by Lobel in his respective 
trade names, it will be unnecessary to cross-claim against Mergenthaler, 
for, as pointed out above, plaintiff can recover against Manufacturers 
only if it establishes that Clifton and Schumacher were non-existent 
firms; or if in existence, that they were not owned by Lobel, who en- 
dorsed their names. 

Disregarding the legal conclusions of Manufacturers’ first cause of 
action, the facts alleged are that Mergenthaler had engaged in a course 
of dealings by issuing checks to Clifton and Schumacher and knew that 
such checks and those involved herein would be negotiated through 
banking channels. Nevertheless Mergenthaler negligently issued the 
checks; negligently permitted them to come into Lobel’s possession; 
negligently failed to detect the forged endorsements; negligently failed 
to examine the returned cancelled vouchers, to audit its accounts, to 
inspect the invoices against which the checks were issued, and to audit 
its inventories against such invoices. 

Mergenthaler owed no duty to any one to avoid being defrauded 
into paying for goods which it did not receive, since it cannot recover 
from plaintiff or any defendant on the basis of such fraud. Insofar as 
Mergenthaler’s alleged negligence failed to disclose the forgery of the 
endorsements, it may be a defense by the drawee bank against the 
drawer that his neglect to reconcile the returned vouchers with his 
check stubs prevented discovery that his signature on the checks had 
been forged (Morgan v. United States Mortgage & Trust Co., 208 N. Y. 
218, 223, 228, 101 N. E. 871, 873, 874, L. R. A. 1915D, 741, Ann. Cas. 
1914D, 462), or that the amounts of the checks had been altered. Crit- 
ten v. Chemical Nat. Bank, 171 N. Y. 219, 230, 63 N. E. 969, 973, 57 
L. R. A. 529. But “a depositor owes no duty to a bank requiring him 
to examine his pass-book or returned checks, with a view to the detec- 
tion of forgeries in the indorsements; he has a right to assume that the 
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bank before paying his checks will ascertain the genuineness of the 
indorsements” (National Surety Co. v. President, etc., of Manhattan 
Co., 252 N. Y. 247, 254, 169. N. E. 372, 374, 67 A. L. R. 1113), except 
where he had been put on notice that an endorsement was forged and 
failed to compare it with available genuine signatures. Prudential Ins. 
Co. of America v. National Bank of Commerce in New York, 227 N. Y. 
510, 125 N. E. 824, 15 A. L. R. 146. 


The cases uniformly hold that the drawer owes no duty even to the 
drawee bank to ascertain whether the payee named in his check is an 
actual person, firm or corporation. “The question of negligence cannot 
arise unless the depositor has, in drawing his check, left blanks unfilled, 
or by some affirmative act of negligence has facilitated the commission 
of a fraud by those into whose hands the check may come.” Crawford 
v. West Side Bank, 100 N. Y. 50, 55, 2 N. E. 881, 882, 53 Am. Rep. 152. 
(Italic supplied.) “The depositor neither made misrepresentations as 
to the genuineness of the checks nor assisted the forger to make mis- 
representations. ... For the application of the doctrine of estopped by 
carelessness there is here no room.” National Surety Co. v. President, 
etc., of Manhattan Co., 252 N. Y. 247, 257, 169 N. E. 372, 376, 67 A. L. R. 
1113. 

Accordingly, the drawer of a check to a non-existent payee may be 
charged with negligence only “where he draws the instrument in such 
an incomplete state as to facilitate or invite fraudulent alterations.” 
Gutfreund v. East River National Bank, supra, 251 N. Y. at pages 
62-64, 167 N. E. 171, 172, 64 A.L.R. 1103; National Surety Co. v. Presi- 
dent, etc., of Manhattan Co., 252 N. Y. 247, 255, 256, 169 N. E. 372, 
$75, 67 A. L. R. 11138. Where, however, the name of the payee has not 
been altered, the obligation devolves upon the drawee bank, and upon 
those who guaranteed endorsements to it, to satisfy themselves that 
the payee endorsing the check is the actual person, firm or corporation 
named therein. “It is the general rule of law in this country, and such 
is the common law, that the drawee of a bill or check or persons pur- 
chasing it ‘take the paper relying solely on the reputed responsibility of 
their transferors, and the other parties to it, and its apparent genuine- 
ness, and they, therefore, deal in it at their peril.’ Crawford v. West 
Side Bank, 100 N. Y. 50, 2 N. E. 881, 53 Am. Rep. 152. . . . It is on the 
faith of this rule that business in this country is conducted.” Gallo v. 
Brooklyn Savings Bank, 199 N. Y. 222, 226. 92 N. E. 633, 634, 32 
L. R. A., N. S., 66, repeated with approval in American Surety Co. of 
New York v. Empire Trust Co., 262 N. Y. 181, 187, 186 N. E. 436, 438. 

Jacoby v. Kline Bros., Inc., supra (241 App. Div. 470, 272 N. Y. S. 
871) is very similar on its facts to the instant case. Through the fraud 
of defendant’s employee it was induced to issue numerous checks to Tri 
Rite Dresses, a non-existent payee, under the belief that they were in 
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payment of invoices for merchandise delivered. Prior to the check in 
suit, fifteen other checks endorsed by Tri Rite Dresses and one Good- 
man had been cashed by plaintiff and paid by defendant. In denying 
recovery, the court said, per Untermyer, J. (241 App. Div. pages 471, 
472, 272 N. Y. S. page 873): “It is suggested that the maker was negli- 
gent first in issuing the check to the order of ‘Tri-Rite Dresses,’ and later 
in failing to detect the forged indorsements when fifteen other checks, 
similarly indorsed, were paid. But the maker had the right to make the 
check payable to whomsoever it pleased and as a condition of payment 
to require indorsement by the payee and by no one else. In this respect 
there was no such negligence as will estop him to dispute the plaintiff’s 
title. .. . Nor was the maker under any duty to determine whether the 
indorsement of the fifteen earlier checks was genuine (Welsh v. German 
American Bank, 73 N. Y. 424, 29 Am. Rep. 175), as might be the case 
between depositor and depository in respect of forgeries appearing on 
the face of the check. Critten v. Chemical National Bank, 171 N. Y: 
219, 63 N. E. 969, 57 L. R. A. 529. In Shipman v. Bank of the State 
of New York, supra, the court said at page 328 of 126 N. Y., 27 N. E. 
$71, 373 [12 L. R. A. 791, 22 ‘Am. St. Rep. 821]: “The examination of 
the checks would, of course, enable the plaintiffs to ascertain whether 
their own signature was genuine, and whether the amount, date or name 
of the payee had been changed, but would not necessarily enable them 
to detect the forgery of the payee’s name. The law imposed no duty 
upon the plaintiffs to do more than they did to ascertain whether the 
indorsements on the checks were genuine. The defendant’s contract 
was to pay the checks only upon a genuine indorsement. The drawer is 
not presumed to know, and in fact seldom does know, the signature of 
the payee. The bank must, at its own peril, determine that question. 
It has the opportunity, by requiring identification when the check is 
presented, or a responsible guaranty from the party presenting it, of 
ascertaining whether the indorsement is genuine or not. When it re- 
turns the check to the depositor, as evidence of a payment made by his 
direction, the latter has the right to assume that the bank has ascer- 
tained the fact to be that the indorsement is genuine.’ ” 

Defendant points out that after the court had dismissed the trans- 
feree’s complaint, upon reargument it directed a new trial in order to 
permit the transferee to introduce in evidence a certified copy of the 
trade name certificate of “Tri Rite Dresses” which had been filed by 
Goodman. The outcome of the new trial is not disclosed, but if it re- 
sulted in a judgment for the transferee, that would have been because 
the payee was shown to have been in existence, not because of any de- 
fense of negligence against the payor. 

In American Surety Co. of New York v. Empire Trust Co., supra 
(262 N. Y. 181, 186, 186 N. E. 436, 437), the court said, per Lehman, 
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J.: “It [the drawer] did not assume the risk that the drafts would be 
paid upon the order of any person other than the payee named in the 
drafts. The drawee owed to the drawer the duty of paying the draft 
only to the payee named. The drawer owed to the drawee the duty 
only that it would not by act or misrepresentation facilitate a fraud 
upon it. . . . Negligent failure by the drawer to protect itself against 
fraud in procuring the making of the drafts does not cast upon the 
drawer the risk that they will be paid upon a forged endorsement.” 

In City of New York v. Bronx County Trust Co., supra, 261 N. Y. 
64, 71, 184 N. E. 495 the court said, per Crouch, J.: “The broad charges 
of negligence are not made out. While it is true that there had been 
similar forgeries for two years before the earliest one involved here, the 
forgeries were in the indorsements. So far as the evidence shows, no 
facts came to the city’s knowledge as in Prudential Ins. Co. [of America] 
v. National Bank of Commerce [in New York], supra, [227 N. Y. 510, 
125 N. E. 824, 15 A. L. R. 146] to put it upon inquiry. Lacking such 
warning, it had a right to rely upon the vigilance of the banks in detect- 
ing forged indorsements. Nor can it be justly said that there was negli- 
gence in the issuance and delivery of the checks. . . . True it is, perhaps, 
that, if there had been other officials to watch those whose duty it was 
to watch, discovery might sooner have been made. But the city was not 
bound to anticipate a criminal conspiracy among its trusted employees 
(People’s Trust Co. v. Smith, 215 N. Y. 488, 109 N. E. 561, L. R. A. 
1916B, 840, Ann. Cas. 1917A, 560); nor did it, as a depositor, owe the 
duty of such extraordinary vigilance even to the plaintiff drawee, much 


-less to the defendants. (Paton Co. v. Guaranty Trust Co. of New York, 


227 App. Div. 545, 238 N. Y. S. 362, affirmed 254 N. Y. 621, 173 


N. E. 893) .” 
In Paton Co., Inc., v. Guaranty Trust Co. of New York, supra 
[227 App. Div. 545, 238 N. Y. S. 366], the Court said, per Martin, J.: 


“In Stumpp v. Bank of New York, National Banking Ass’n, 212 
App. Div. 608, 209 N. Y. S. 396, 402, the court said: ‘Under the authori- 
ties, I believe that the depositor, upon the return of his vouchers from 
the bank, accompanied by a statement of the transactions in his account 
for the preceding month is bound to do three things: (1) Compare the 
vouchers returned by the bank with the check stubs in his stub book; 
(2) compare the balance entered in the statement (or pass book) with 
the balance in his stub book; (3) compare the returned vouchers with 
the list of checks entered in the statement (or check list). If such ex- 
amination is made with ordinary care and no error is detected, then the 
depositor is not negligent; if he fails to make any or all of these compari- 
sons, and such comparison would have disclosed the forgery, then he 
is negligent and cannot recover from the bank.’ 

“The only negligence which the defendant may take advantage of 
to relieve itself from liability is the omission by the plaintiff to perform 
some duty which it owed the bank. The plaintiff owed the bank no duty 
to keep a proper set of books and records or to keep any books of 
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record whatsoever, except a check book and check stubs. Therefore, 
whether the plantiff had a proper bookkeeping system and kept proper 
records is immaterial. Nor was the plaintiff negligent in employing 
Hamm and relying implicitly upon his honesty and integrity until it had 
some notice to the contrary.” 


North British & Mercantile Ins. Co. v. Merchants’ National Bank, 
Ist Dept., 161 App. Div. 341, 146 N. Y. S. 720, appears to be contrary, 
but it cannot be followed, in view of the positive subsequent holdings 
quoted above. 

It is true that all of the forgery decisions were rendered after trial, 
where the defense of negligence was not made out, while here the court 
is considering the legal sufficiency of a pleading. However, these cases 
clearly indicate that the facts alleged in Manufacturers’ first cause of 
action against Mergenthaler, even if proved at the trial, are insufficient 
to constitute a cause of action, in the absence of any allegation that 
Mergenthaler “by some affirmative act of negligence” or “by act or mis- 
representation” facilitated the fraud. Crawford v. West Side Bank, 
supra; American Surety Co. of New York v. Empire Trust Co., supra. 


There is another reason why the first cause of action is legally insuf- 
ficient. Even if Mergenthaler owed a duty to Bank of New York, its 
drawee, to take steps to avoid Lobel’s fraud, it owed no such duty to 
Manufacturers or any of the other collecting banks. “This rule is based 
on the legal ground that there is no privity between the drawer and 
the collecting bank, and the drawer owes to it no duty of vigilance. 
Fallick v. Amalgamated Bank of New York, Ist Dept., 232 App. Div. 
127, 130, 249 N. Y. S. 238, 241. This absence of privity arises from 
the difference in the legal relationship between the drawer and drawee 
bank on one hand, and between the drawee bank and collecting bank 
on the other. The drawee bank is liable to the drawer for return of 
his deposit unless it can show that it has disbursed his money by his 
authority, but the drawee bank, in paying the collecting bank, disburses 
its own money, and the latter’s liability “stands upon a different and 
entirely distinct ground—the receipt of money paid under a mistake 
and without consideration.” Corn Exchange Bank v. Nassau Bank, 
supra, 91 N. Y. at pages 80, 81, 43 Am. Rep. 655. 

In Fallick v. Amalgamated Bank of New York, supra, the drawer 
sued the Amalgamated Bank (the drawee bank), which impleaded the 
Public National Bank, a collecting bank. The latter interposed the 
defense that the drawer was negligent and facilitated all of the forgeries 
and unauthorized endorsements. The court held the defense unavail- 
able to the collecting bank, saying, per McAvoy, J., 232 App. Div. at 
page 130, 249 N. Y. S. at page 242: 


“The fourth affirmative defense is based upon the negligence of the 
plaintiffs’ assignor in so facilitating the forgeries and taking no means 
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to prevent their perpetration that the loss should not be attributed to 
the impleaded bank. However, the suit against the impleaded defendant 
is not based upon the deceit of the Amalgamated Bank of New York 
through the negligence of the plaintiff’s assignor, but such liability is 
founded upon the guaranty of the indorsement of the payee by which 
the collecting bank represented to the Amalgamated Bank of New York 
that it might safely pay the checks. Therefore negligence on the part 
of the drawer in failing to prevent or discover the forgeries is not mate- 
rial or relevant to the question as to whether the Public National Bank 
& Trust Company of New York guaranteed the endorsements of the 
payees, and constitutes no defense to the collecting bank. 

“This rule is based on the legal ground that there is no privity be- 
tween the drawer and collecting bank, and the drawer owes to it no 
duty of vigilance. The liability of the collecting bank to repay the 
moneys paid out on forged indorsements which were guaranteed by the 
collecting bank to the depositary bank is absolute, and not in any wise 
dependent upon the liability of the depositary bank to its depositor.” 


See, to the same effect, the comprehensive opinion of Burr, J., in 
American Exchange National Bank v. Yorkville Bank of New York, 
122 Misc. 616, 204 N. Y. S. 621, affirmed 210 App. Div. 885, 206 N. Y. S. 
879, where many of the pertinent authorities are cited and discussed. 

Defendants contend that this rule has been abrogated by City of 
New York v. Bronx County Trust Co., supra. In that case the Appel- 
late Division granted judgment to the drawee bank against the collect- 
ing banks, saying: “Negligence on the part of the drawer of a check is 
wholly immaterial, and does not constitute a defense to the endorsing 
banks.” (234 App. Div. 244, 247, 254 N. Y. S. 741, 745.) The Court 
of Appeals affirmed, but said (261 N. Y. at pages 70, 71, 184 N. E. at 
page 497): “The defense of negligence in cases of this sort is ordinarily 
available only to the drawee bank, to which alone, it has been said, the 
depositor owes a duty of care. Corn Exchange Bank v. Nassau Bank, 
91 N. Y. 74, 80, 43 Am. Rep. 655; Critten v. Chemical National Bank, 
171 N. Y. 219, 229, 63 N. E. 969, 57 L. R. A. 529. The doctrine of priv- 
ity, however, is not so conclusive as it once was. Whether there may 
be negligence under circumstances which would carry the tort liability 
of a depositor beyond his contract undertaking (cf. Ultramares Corpo- 
ration v. Touche, 255 N. Y. 170, 174 N. E. 441, 74 A. L. R. 1139), we 
do not stop to inquire, for the question is not here. The broad charges 
of negligence are not made out.” 

I take this to mean no more than that the Court of Appeals may re- 
consider the rule if and when it is squarely presented. Special Term 
would not be justified in disregarding the positive decisions of our Ap- 
pellate Division in Fallick v. Amalgamated Bank of New York, supra, 
and in American Exchange National Bank v. Yorkville Bank of New 
York, supra, until they are unequivocally overruled by the Court of 
Appeals. 

Manufacturers’ second cause of action against Mergenthaler alleges 
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that the latter by drawing the checks admitted the existence of the 
payees named therein and their then capacity to endorse. This is 
merely a legal conclusion which states a proposition of law directly con- 
trary to the holdings of the numerous cases cited, and must therefore 
be held insufficient to state a cause of action. Implicit in all decisions 
allowing recovery of amounts paid on checks to non-existent payees is 
the holding that the drawer does not admit the existence of a non- 
existent payee, despite the language of Section 111 of the Negotiable 
Instruments Law, which was certainly known to the courts even if not 
expressly mentioned. 

Where the question has been specifically discussed, the courts have 
stated unequivocally that one who issues a check to a non-existent 
payee does not thereby admit the latter’s existence and his then capacity 
to endorse. “The drawer of a draft is not estopped from disputing the 
existence of the payee and his capacity to endorse.” Caledonian Insur- 
ance Co. of Edinburgh, Scotland, v. National City Bank of New York, 
Ist Dept., 208 App. Div. 83, 203 N. Y. S. 32, 36 “the maker being igno- 
rant of the fact that the name of the payee was fictitious, and the check 
not having come into the possession or been endorsed by the person, or 
any one assuming to be the person intended, the maker was not liable. 
No estoppel to deny liability existed.” National Surety Co. v. National 
City Bank of Brooklyn, Ist Dept., 184 App. Div. 771, 776, 172 N. Y. S. 
413, 417. 

In City of New York v. Bronx County Trust Co. supra, 261 N. Y. 
64, 71-73, 184 N. E. 495, 497, 498, the claim of estoppel by the collecting 
banks was based not alone upon the issuance of the checks but also up- 
on an affirmative act by the payor which had allegedly facilitated the 
fraud. The payor city had sent a letter to all of the collecting banks 
explaining the plan for issuing these self-identifying checks in payment 
to its employees, and referring to the plan “as having been devised for 
making pay checks of the city of New York ‘as good as currency.’ ” 

The motion to strike out Manufacturers’ first and second causes of 
action is granted solely on the ground that they are insufficient in law, 
C. P. R. 106. If they were legally sufficient, they would be properly in- 
terposed in the present action because the separate causes of action by 
plaintiff against Manufacturers and by the latter against Mergenthaler 
“arose out of the same transaction or series of transactions and common 
questions of fact and of law were involved.” Great Northern Tel. Co. 
v. Yokohama Specie Bank, 297 N. Y. 135, 76 N. E. 2d 117, 120; Civil 
Practice Act, § 193-a. 

Manufacturers’ third cause of action against Mergenthaler is based 
on the salvage agreement. The issues of fact and law involved in a 
suit on this agreement have no relationship to the issues in the main 
action. The only connection between the two is that Manufacturers 
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may be entitled to some recovery under the salvage agreement ‘if it is 
held liable in the main action. That is no reason for complicating the 
main action with collateral issues. Mergenthaler concedes that it has a 
fiduciary obligation under the salvage agreement and Manufacturers as 
a beneficiary thereunder can obtain appropriate equitable relief either 
before or after judgment in the main action. 

Manufacturers’ fourth cause of action against Mergenthaler is based 
on the forgery bond. This presents three issues: (a) whether the bond 
protects Manufacturers as a collecting bank on the checks involved 
herein because it also happened to be a depository bank for Mergen- 
thaler in other transactions; (b) whether the bond covers losses result- 
ing from payment of checks to non-existent payees; (c) whether the 
checks herein were checks to non-existent payees. The first two issues 
have nothing to do with the instant action and their interposition would 
add unnecessary complications. As to the third, if it is decided in the 
main action that they were issued to non-existing payees, that might 
be res adjudicata against Mergenthaler if the action had been insti- 
tuted on its behalf. Cf. Gallo v. Brooklyn Savings Bank, supra, 199 
N. Y. at pages 228, 229, 92 N. E. at page 635, 32 L. R. A., N.S. 65. 
Even if it were not, if Manufacturers should sue Mergenthaler on the 
forgery bond, and the latter should defend on the ground that the 
checks have been issued to existing payees, Manufacturers as the bona 
fide holder of the checks could thereupon recover the amounts thereof 
from Mergenthaler as drawer. Therefore Manufacturers suffers no 
prejudice if this claim is eliminated from the instant action. 

The third and fourth causes of action are dismissed in the exercise 
of the court’s discretion under C. P. A. § 193-a, subd. 4, without preju- 
dice to the bringing of another action, and no opinion is expressed as 
to their legal, sufficiency. Motion granted. Settle order. 





Claim by Holder of Draft Against Liquidating Assets 





Cable & Wireless Ltd. v. Yokohama Specie Bank, Supreme Court, 
79 N. Y. Supp. (2d) 597 





Under the Banking Law of New York the holder of a draft on 
Japanese bank is not entitled to payment out of the New York assets 
in the hands of the Superintendent of Banks for purpose of liquidating 
New York agency of Japanese bank unless it proves that its claim 
as a creditor of the bank arises out of transactions had by it with 
the bank’s New York agency, or that its name appears as a creditor 
on the books of such agency. 





NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §160. 
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Action by Cable & Wireless, Limited, against the Yokohama Specie 
Bank, Limited, in liquidation, and another, on a bill of exchange. 
Judgment for plaintiff. 


Saxe, Bacon & O’Shea, of New York City (William J. O’Shea, Henry 
J. Kennedy, and Irwin B. Crosman, all of New York City, of counsel) , 
for plaintiff. 

Edward Feldman, of New York City, for defendants. 


WALTER, J—On or about September 29, 1941, Yokohama Specie 
Bank, Ltd., a Japanese corporation having an agency in New York, 
drew, at Tokyo, a bill of exchange addressed to itself in New York 
whereby it directed its New York agency to pay to the order of The 
Chairman, Cable & Wireless, Ltd., $101,386.89 on demand. The draft 
was sent by mail to plaintiff, a British corporation, in England and was 
endorsed by plaintiff's chairman and plaintiff is the holder thereof. 

On December 8, 1941, before the draft was presented for payment, 
the Superintendent of Banks of the State of New York took possession 
of the business and property of Yokohama Specie Bank, Ltd., in New 
York for the purpose of liquidating the same, and since then has been 
and now is in possession thereof and engaged in such liquidation. 


Plaintiff duly made proof of its claim on said draft and presented 
the same to the Superintendent. The Superintendent rejected the claim, 
and plaintiff brings this action to recover theron. 

Under the Banking Law of New York plaintiff is not entitled to 
payment out of the New York assets in the hands of the Superintendent 
unless it proves (1) that its claim as a creditor of Yokohama Specie 
Bank, Ltd., arises out of transactions had by it with the Bank’s New 
York agency, or (2) that its name appears as a creditor on the books 
of such agency. Banking Law § 606, subd. 4; Orvis v. Bell, 294 N. Y. 
844, 62 N. E. (2d) 395. 


When the draft was issued plaintiff owned and operated international 
cables, telegraph lines, and wireless telegraph circuits, and the draft 
was issued in settlement of traffic receipts on the London-Osaka wire- 
less circuit due plaintiff from the Japanese Telegraph Administration. 
Under international conventions regulating international communications 
carriers plaintiff was entitled to demand payment in United States 
dollars and the practice long had been for Japan to pay plaintiff by 
means of drafts drawn on and paid by the New York agency of Yoko- 
hama Specie Bank, Ltd. But the draft here in suit was not paid and 
it was not presented in New York for payment until after the Super- 
intendent had taken possession, and I cannot see in those conventions 
or in that past practice, or in anything else in the evidence, anything 
which shows that plaintiff’s claim arises out of transactions had by it 
with the New York agency, even under the somewhat liberal rule on 
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that point adopted in Singer v. Yokohama Specie Bank, Ltd., 293 N. Y. 
542, 58 N. E. 2d 726. 

Of course, if that case be in truth an adoption of the broad view that 
a clearly manifested mutual intent that the creditor be paid dollars out 
of the Bank’s New York funds is sufficient to show that such creditor’s 
claim arises out of transactions had within the New York agency, as 
plaintiff here argues that it is, I undoubtedly would have to hold that 
plaintiff's claim so arises, for there can be no doubt that both parties 
in fact intended that plaintiff be paid dollars out of the bank’s New 
York funds. But I discover nothing in the Singer case, supra, which 
leads me to believe that the court there intended to adopt that broad 
view. 

The controlling question in this case thus is whether or not plaintiff's 
name appears as a creditor on the books of the New York agency. 

Advice of the issuance of the draft was given by the Bank in Japan 
to the New York Agency, not by a mere letter but by the much more 
formal way of sending such advice on a printed form on a fairly large 
sized sheet of paper having holes punched in one side or end of it to 
facilitate binding. This advice sheet bears the printed heading: 


“The Yokohama Specie Bank, Limited 
“Tokyo Branch 
“Advice of drafts sold on 
“(Bank of Japan Kokko Account) .” 


Under that heading there are columns formed by vertical lines printed 
in red ink, at the tops of which there are the printed headings: 


Date of Issue| No. K | Payee | Bills Amounts | Rate | Yen Amount 

















Date of pay- 
ment 


Date of Advice Transfer of Date Remarks 











On the sheet relating to the draft in suit, the initials N. Y. were 
written in ink after the words “sold on,” so that the heading reads, 


“Advice of drafts sold on N. Y.,” and under the column headings there 
appear: 


Under Date of Issue: Sept. 29, 1941 

Under No. K: 3377 

Under Payee: The Chairman, Cable Wireless, Ltd. 
Under Bills Amount: $101,386.89 

Under Rate: - 937/16 

Under Yen Amount: 432,584.06 


The sheet is also stamped “Received New York, Nov. 3, 1941.” 
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The sheet is bound, along with a number of other similar sheets, be- 
tween heavy cardboard covers fastened together with brass brads which, 
although easily removable, nevertheless holds the sheets and the card- 
board covers together in such a way as to give them the appearance of 
a book; and on the outside of one of the covers there is pasted a label 
upon which there is written: 


Tokio K a/c 
B/P advice 
sheets 


Advice sheets of this sort were the regular, customary way of advising 
the New York agency of the issuance of drafts which that agency would 
be called upon to pay. They were sent for the very purpose of giving 
such advice. They were intended as records of what drafts drawn by 
the Bank upon the New York agency were outstanding, and they were 
permanent at least in the sense and to the extent of being preserved 
until their function of serving as a record of such drafts as were out- 
standing had been performed. 

Counsel for the Superintendent questions whether the sheet relating 
to the draft in suit was physically in the binder prior to the time the 
Superintendent took possession. There is no evidence, however, that 
it was put in the binder after he took possession, and for such materiality 
as the fact may have I think the evidence preponderates in favor of 
the view that that sheet was put in the binder when received and that 
it remained there. 

Proof that the binder was found by the Superintendent when he 
took possession and that he regarded it as a book of the agency is found 
in the fact, among other things, that the label on its front cover to 
which I have referred above was pasted on the cover by one of his 
employees after he took possession. 

That binder is a book of the New York Agency. Plaintiff’s name 
appears thereon as payee of a draft drawn by the bank upon itself (for 
obviously there never was any thought of making the draft payable 
to plaintiff's chairman individually, and plaintiff is as clearly the payee 
as if the word “Chairman” had not been written in the draft). If, 
therefore, the payee of a draft drawn by a bank upon itself is a creditor 
of the drawer (a point I will later discuss), then it is to my mind too 
clear for dispute that plaintiff’s name appears as a creditor on the books 
of the New York Agency. 

Nevertheless, without directly denying that the binder is a book of 
the New York Agency, or that plaintiff’s name appears thereon, or 
that the payee of a draft drawn by a bank upon itself is a creditor of 
the drawer (at least until he parts with ownership of the draft), counsel 
for the Superintendent earnestly and persistently contends that it is 
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clear that plaintiff’s name does not appear as a creditor upon the books 
of the New York Agency. 

In support of that contention he introduced a vast amount of evi- 
dence with respect to the details of the Agency’s system of bookkeeping 
and with respect to the practice of banks generally in rcording drafts 
drawn upon them. 

That evidence boils down to three wholly undisputed facts: 1. That 
the draft in suit never was made the subject of a “transfer voucher” 
(which counsel for the defendant insists is a journal and book of orig- 
inal entry, but which in reality is a mere authorization to a bookkeeper to 
list a draft mentioned on an advice sheet upon a register of Bills paya- 
ble and make debit and credit entries in interoffice accounts of the agen- 
cy which the home office and other agencies) and thus never was en- 
tered in any book in such a way as to become reflected in the general 
ledger of the agency. 2. If the draft in suit had been made the subject 
of a “transfer voucher” and so had been entered in such a way as to be 
reflected in the general ledger of the agency, it would, under the book- 
keeping practice of the agency, have been entered, not as a liability to the 
payee or holder of the draft but as a liability of or to (I am not clear 
which) the office or agency which drew the draft. 3. In making his 
examinations of the agency before taking possession, in ascertaining 
its assets and liabilities after taking possession, in preparing the state- 
ment of accounts payable which Sec. 622 of the Banking Law requires 
him to file in the County Clerk’s office, in giving the notice required by 
Section 620, and in setting up his own claims register for the purposes 
of the liquidation, the Superintendent relied, and in general practice in 
all such liquidations, always relies, upon the general ledger and the ac- 
counts reflected in it, and took and takes no notice of advice sheets such 
as the one upon which plaintiff’s name and the draft in suit appear. 

I was, to put it mildly, amazed at that statement (confession I think it 
should be called) of the Superintendent’s practice of this deliberately 
ignoring and passing by such an obvious source of information as to the 
existence of a liability and the identity of the creditor as these advice 
sheets appeared to me to be; and in order to set my mind at rest on 
the question whether I might be mistaken in regarding the binder of 
these sheets as a book of the agency, I inquired of the Special Deputy 
Superintendent who was called as a witness, why that practice was fol- 
lowed, and his answer was, not that the binder of those sheets is not a 
book of the agency, but that in his opinion a draft drawn by the bank 
upon the agency is not a liability unless or until the draft is presented to 
and accepted by the agency. 

If that view of the law be correct, then not only does plaintiff’s name 
not appear as a creditor upon the books of the agency, but plaintiff is not 
a creditor at all. The really important question in the case thus appears 
to be whether or not that view of the law is correct. 
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Before discussing that question, however, it seems important to ob- 
serve that while the Superintendent’s counsel in this case does not open- 
ly or avowedly take the position that that view is correct, his arguments 
with respect to the significance of the agency’s bookkeeping practice and 
the fact as to how the draft: would have been entered on its books other 
than the advice sheets if it had been so entered, tacitly involve the as- 
sumption, seemingly unrecognized by him, that the legal view expressed 
by the Special Deputy Superintendent witness is correct at least to the 
extent that some act of the agency, in addition to the drawing of the 
draft, is essential to the existence of a liability. That is apparent, for 
example, in counsel’s insistence that for a person’s name to appear as a 
creditor upon the books of the agency it is essential that the agency, by 
some act of its own, shall have listed, set up, constituted, set forth, or 
recognized such person as a creditor upon some book in which the agency 
itself purports to set forth its liabilities. 

That is apparent, also, in the citation of Equitable Trust Co. of New 
York v. First National Bank of Trinidad, Colo., 275 U.S. 359, 48 S.Ct. 
167, 72 L.Ed. 313, as having a bearing upon the present case. That 
case involved, not a draft drawn by a bank upon itself, but a draft 
drawn by one person upon another, and in treating the case as never- 
, theless pertinent to the case at bar counsel discloses his failure to realize 
the enormous differences between the two situations and his tacit though 
unadmitted assumption that a draft drawn by a bank upon itself is no 
more of a liability of the drawer than a draft drawn by one person upon 
another is a liability of the drawee prior to acceptance. It is to that to my 
mind wholly unwarranted assumption that all the fallacies of the Super- 
intendent and his counsel ultimately are traceable; and those fallacies 
seem to me particularly gross and conspicuous in that part of counsel’s 
argument wherein he insists that, even if the agency had entered the 
draft in suit in its books in such a way as to cause it to be reflected in 
its general ledger, it would have appeared in those books as a liability to 
the drawer rather than as a liability to the holder of the draft. How 
under any theory of law or any system of bookkeeping this draft could 
be made to appear “as a liability owing to the drawer, and not as a lia- 
bility to the holder of the draft” (Superintendent’s brief, p. 18) is some- 
thing I am utterly unable to comprehend. 

That a draft drawn by one person upon himself or itself is in 
effect a promissory note or an accepted bill, accepted by the very act of 
issuing it, and that presentment and acceptance are not necessary to make 
the draft a liability of the drawer to the payee or holder, has been de- 
cided so many times and has been so widely recognized, both before 
and since the enactment of the Negotiable Instruments Law, that I would 
not have thought that any one could or would deny or question it. Fair- 
child v. Ogdensburg, Clayton & Rome R. R. Co., 15 N.Y. 337, 69 Am. 
Dec. 606; Pavenstedt v. New York Life Insurance Co., 208 N.Y. 91, 
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95, 96, 96 N.E. 104, 105, 106, Ann.Cas. 1913A, 805; Shaw v. Stone, 1 
Cush. 228, 256, 55 Mass. 228, 256; First National Bank & Trust Co. 
of Lexington, Ky., v. First National Bank, in Hazard’s Receiver, 260 
Ky. 581, 584, 585, 86 S.W.2d 325; Wataugh County Bank v. McQueen, 
130 Tenn. 382, 385, 170 S.W. 1025; Walker v. Sellers, 201 Ala. 189, 
77 So. 715; First National Bank of Huttig v. Rhode Island Ins. Co., 
184 Ark. 812, 815, 816, 43 S.W.2d 535; Clemens v. E. H. Stanton Co., 
61 Wash. 419, 112 P. 494; First Nat. Bank of Artesia v. Home Ins. 
Co. of New York, 16 N.M. 66, 70, 113 P. 815; Drinkall v. Movius State 
Bank, 11 N.D. 10, 88 N.W. 724, 57 L.R.A. 351, 95 Am.St.Rep. 693; 
Causey v. Eiland, 175 Ark. 929, 1 S.W.2d 1008, 56 A.L.R. 529, 532; 
Kramer v. Mid-City Trust & Savings Bank, 225 IIl.App. 575, 578, 579; 
Alex v. Woldert Co. v. Citizens’ Bank, Tex.Civ.App., 234 S.W. 124; 
Furness, Withy & Co. v. Rothe, 4 Cir., 286 F. 870, 873, 27A.L.R. 1185; 
Pennsylvania R. Co. v. Brown, 6 Cir., 111 F.2d 983; 8 Am.Juris. 514; 
Negt.Inst.Law, Sec. 214. 

In Kerr Steamship Co. v. Chartered Bank of India, Australia and 
China, 292 N.Y. 253, 54 N.E.2d 813, 153 A.L.R. 382, there is an ex- 
press holding that the purchaser of drafts drawn by defendant in New 
York upon its agency in Manila could not “rescind” and get back the 
price paid therefor when the outbreak of war made delivery and presen- 
tation impossible; and it seems to me that that is, at least, by implica- 
tion, a holding that defendant is drawer of the drafts was liable thereon, 
or, in other words, that the holder thereof was a creditor of the drawer, 
even though presentation to the agency in Manila had not been made 
and was impossible and the agency never took any action with reference 
to the drafts; for unless the transaction gave the purchaser that liability 
of the drawer and that status as creditor, he got absolutely nothing for 
his money and the refusal to let him get his money back was gross in- 
justice. 

In the opinion in that case, however, Chief Judge Lehman referred to 
Section 214 of the Negotiable Instruments Law and then interjected 
(page 261 of 292 N.Y., page 816 of 54 N.E.2d): 

“The question whether that section applies where a bank engaged in 
the business of selling foreign exchange sells a bill of exchange drawn 
upon its branch in a foreign country is important and is not free from 
doubt. We do not decide that question here nor do we decide whether 
a ‘purchaser’ of such a bill who is not the payee is a ‘holder’ within the 
meaning of the statute who may exercise such an option. We assume 
for the purposes of this appeal that he may treat the bill as a promissory 
note.” , 

Counsel for the Superintendent seizes upon that statement as at least 
a possible indication that the draft here in suit may be regarded as one 
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drawn by one person upon another—i. e. that the Japanese Bank and its 
New York agency possibly may be regarded as separate entities; and by 
reason of that fact I have carefully considered all the cases cited by 
counsel for the Superintendent upon the general question when a bank 
and its branches may be regarded as separate entities, in order to discover 
whether or not there is some case somewhere which lends countenance to 
the view of the law which was expressed by the Special Deputy Superin- 
tendent who testified upon the trial and which is the actual although un- 
avowed and unadmitted, and apparently unrecognized, premise of the 
argument of the Superintendent’s counsel. I discover no such case. 

American banks and their foreign agencies have been held so far “sep- 
arate business entities” that the American Bank would not be required 
to produce in New York a transcript of the account of a depositor in one 
of its foreign branches (In re Harris, D.C., 27 F.Supp. 480) or answer 
questions as to the status of such an account. Clinton Trust Co. v. Com- 
pania Azucarera Central Mabay S.A., 172 Misc., 148, 14 N.Y.S.2d 743, 
affirmed 258 App.Div. 780, 15 N.Y.S.2d 721: Bluebird Undergarment 
Corporation v. Gomez, 139 Misc. 742, 249 N.YS. 319. 


Branches of a New York bank which required its depositors to draw 
their checks on the particular branch in which they had their accounts 
have been held so far separate and distinct that a branch in which a 
check on another branch has been deposited and credited to the depositor 
may charge the amount thereof back to the depositor’s account upon 
learning that the check overdrew the drawer’s account in the branch 
upon which it was drawn and that the drawer had died before the check 
was deposited (Chrzanowska v. Corn Exchange Bank, 173 App.Div. 
285, 159 N.Y.S. 385, affirmed 225 N.Y. 728, 122 N.E. 877); but in a 
later case involving the same bank it was held that changing a check 
by changing the name of the branch upon which it was drawn was not 
a material alteration, and the court specifically stated that the bank was a 
single corporation, no matter how many branches it maintained. Mat- 
ter of Goebel’s Estate, 295 N.Y. 73, 80, 65 N.E.2d 174. 176. 

A branch of a State Bank of Tennessee was held so far separate from 
the bank that when it received notice of dishonor of a bill of exchange 
it was entitled to another day in which to give notice of dishonor to its 
own endorsers (McNeil v. Wyatt, 22 Tenn. 125); but in the same state 
it also is held that such bank and its branches are so far the same that a 
bill payable to the President and directors of the branch is admissible 
in support of an action by and in the name of the bank itself. Bank of 
Tennessee v. Burke, 41 Tenn. 623. 

Branches of a Maryland bank have been held so far separate and dis- 
tinct that when a check drawn upon one branch was cashed by another 
without notice of any infirmity and the drawer stopped payment before 
the check reached the branch upon which it was drawn, an action could 
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be maintained against the drawer to recover the amount thereof. Dean 
v. Eastern Shore Trust Co., 159 Md. 213, 150 A. 797. 

A like holding has been made with respect to an English bank hav- 
ing branches in different towns in England. Woodland v. Fear, 7 El. 
& Bl. 519, 119 Eng. Reprint 1339. 


In considering who are entitled to securities deposited in New York 
by foreign insurance companies as a prerequisite to the right of such 
companies to do business in New York, our Court of Appeals twice has 
said that in the legislation with respect to such securities the legislature _ 
had evinced an intention to treat the domestic agency of such companies 
largely as a complete and separate organization. Matter of People, by 
Stoddard (In re Norske Lloyd Ins. Co.), 242 N. Y. 148, 158, 159, 151 
N. E. 159, 162; Id., 249 N. Y. 139, 148, 149, 163 N. E. 129, 131, 132), 
but no holding to that effect is discernible; and Matter of People (In re 
City Equitable Fire Ins. Co., Limited, of London, England), 238 N. Y. 
147, 144 N. E. 484, seems definitely opposed to such a holding. 

Matter of People, by Beha, v. Russian Reinsurance Co. of Petrograd, 
Russia, 255 N. Y. 415, 175 N. E. 114, and Moscow Fire Ins. Co. v. Bank 
of New York, 280 N. Y. 286, 20 N.\E. 2d 758 likewise seem definitely op- 
posed to such a holding because of their determination that after liquida- 
tion of local assets has been completed any surplus must be made avail- 
able to creditors of the company abroad. 

Dougherty v. Equitable Life Assurance Society of United States, 
266 N. Y. 71, 193 N. E. 897, and People v. Granite State Provident Ass’n, 
161 N. Y. 492, 55 N. E. 1053, do not seem to me even to touch the 
question. 

One who had a deposit with the Berlin branch of a German Bank 
which also had a London branch was held not to be entitled to sue in 
England to recover the deposit without having first either demanded 
payment of the Berlin branch or requested that his balance be remitted 
to London. Clare & Co. v. Dresdner Banks [1915], 2 K.B. 576. But one 
who opened an account with a Russian branch of an American Bank 
was held entitled to sue the bank here and recover his deposit from it 
when the Russian branch had been closed and all assets of the bank in 
Russia had been confiscated. Sokoloff v. National Bank of New York, 
180 Misc. 66, 224 N. Y. S. 102, affirmed 223 App. Div. 754, 227 N. Y. S. 
907, and 250 N. Y. 69, 164 N. E. 745. 

Where a bill of exchange has been successively endorsed to separate 
branches of a bank, each branch is deemed so far an independent en- 
dorser as to be entitled to notice of dishonor. Clode v. Bayley, 12 M. & 
W. 51. | | 

The credit balance which a resident of Nova Scotia had at the time 
of his death in the New Brunswick branch of the Bank of British North 





116 THE BANKING LAW JOURNAL 


America (head office London) was held to be property situate in New 
Brunswick so as to be subject to the New Brunswick succession duty. 
Rex v. Lovitt [1912], A. C. 212. In that case it was said (page 219): 


“It is true that the money was to be ‘accounted for by the Bank of 
British North America,’ but when the circumstances are considered it is 
seen that those words mean only that the bank is to account for the 
money as being money payable by them or their agents at St. John. 
Thus, if the manager of the St. John’s branch refused payment, or if 
the branch itself were closed, the bank in London would, of course, be 
liable as a principal, but that fact does not affect the locality of the debt 
as originally fixed by the parties.” 

“Although branch banks are agencies of one principal firm, it is well 
settled that for certain special purposes of banking business they may be 
regarded as distinct trading bodies.” And after citing Woodland v. Fear 
[7 E. & B. 519] and Clode v. Bayley [12 M. & W. 51}—“In each of these 
cases the courts, having regard to the necessary course of business be- 
tween the parties, held that the bank had in some measure localized its 
obligation to its customer or creditor, so as to confine it, primarily at all 
events, to a particular branch.” 


Martin v. Nadel [1906] 2 K. B. 26; Swiss Bank Corporation v. 
Boehmische Industrial Banks [1923], 1 K. B. 673; and Richardson v. 
Richardson [1927] Pro. Div. 228, all deal with garnishee process, and I 
am unable to perceive that they hold anything with respect to the 
status of a bank and its branches as one or separate. 

Bank of Old Dominion v. McVeigh, 20 Gratt. 457, 61 Va. 457, turned 
upon the validity of a payment in Confederate money, and not upon 
whether payment at a branch was payment to the bank. 

McVeigh v. Bank of the Old Dominion, 26 Gratt, 785, 67 Va. 785, 
involved the sufficiency of a notice of dishonor to charge an endorser 
and not any question as to the oneness or separateness of a bank and 
its branches. 

Where, as provisional payment of clearance balances due a collecting 
bank for items sent to the Bennettsville branch of a South Carolina bank, 
that bank drew checks upon its Columbia branch, and the bank failed 
before those checks were paid, it was held that under the Uniform Bank 
Collection Code the collecting bank had a preferred claim against the 
assets of the failed bank. Marlboro Trust Co. v. Elliott, 4 Cir., 86 F. 2d 
$15. Whether or not that accords with the holding in Matter of Bank 
of United States, 243 App. Div. 287, 277 N. Y. S. 96, I do not deem it 
necessary to determine. 

Those cases show that the eiiiteadieals of the view that a bank and 
its branches are one have not been carried by the courts to a dryly 
logical extreme; that the practical realities of the way in which the busi- 
ness of a bank with branches is carried on have been realized and 
viewed by the courts in a commendably realistic fashion. But I do not 
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find in those cases, individually or collectively, any support for or even 


-@ suggestion of the view that a draft drawn by a bank addressed to one 


of its branches is anything other than a draft drawn by the drawer upon 
itself so as to constitute an obligation or liability of the drawer from 
the moment of its issuance without any presentment to or acceptance by 
the branch to which it is addressed. 

It seems to me that the only possible view is the one I expressed in 
Yokohama Specie Bank, Ltd., New York Agency v. Milbert Importing 
Corporation, 182 Misc. 281, 284, 44 N. Y. S. 2d 71, 73. That in authoriz- 
ing Yokohama Specie Bank to maintain an agency here, New York did 
not create a separate corporation; it merely allowed the Japanese 
corporation to do certain business here. 

I think, therefore, that the explanation of the above-quoted state- 
ment of Chief Judge Lehman in Kerr Steamship Co. v. Chartered Bank 
of India, Australia and China, is that it is one of those instances, not 
infrequently met with in the opinions of able judges, in which far-sighted 
vision and keen perception of possible combinations of circumstances 
which might affect the question in hand, coupled with great care in 
avoiding committing a court of last resort to a particular view on a ques- 
tion not immediately before it (or, to borrow the language in Hawks v. 
Hamill, 288 U. S. 52, 58, 53 S. Ct. 240, 242, 77 L. Ed. 610, great care in 
keeping “the radiating potencies of a decision may go beyond the actual 
holding”), have resulted in his envisaging the spectre of a doubt which 
in reality does not exist. 

I conclude, therefore that plaintiff became a creditor of the Yoko- 
hama Specie Bank, Ltd., when the draft in suit was issued; that its name 
appears as such creditor upon the books of the New York agency; that 
it consequently is entitled to payment out of the assets of the bank in 
the hands of the Superintendent; and that to the end of obtaining such 
payment it is entitled to judgment. 

The question which remains is whether or not plaintiff is entitled to 
interest. 

The general rule that upon claims being proved against a fund in the 
hands of a receiver, assignee in insolvency, or other liquidator, interest 
is not allowed after the date the receiver is appointed or the liquidation 
starts, applies only where the assets are not sufficient to pay all creditors 
in full. People v. American Loan & Trust Co., 172 N. Y. 371, 65 N. E. 
200; People v. Merchants’ Trust Co., 187 N. Y. 293, 79 N. E. 1004; Mat- 
ter of People, by Stoddard (In re Norske Lloyd Ins. Co.), 249 N. Y. 
139, 146, 147, 163 N. E. 129, 130, 131; Matter of People, by Beha (In re 
First Russian Ins. Co.), 253 N. Y. 365, 367, 368, 171 N. E. 572, 573. 
Here it was conceded upon the trial that the fund in the hands of the 
Superintendent is sufficient to pay all claims in full with interest, and 
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plaintiff accordingly is entitled to interest unless there is some feature 
peculiar to this case which precludes its allowance. Cases just cited 
and Moscow Fire Ins. Co. of Moscow, Russia, v. Heckscher & Gottlieb, 
260 App. Div. 646, 649, 23 N. Y. S. 2d 424, 427, affirmed 285 N. Y. 674, 
34 N. E. 2d 377. 

Counsel for the Superintendent urges that interest is not allowable be- 
cause payment of plaintiff’s claim has been and is prohibited by Execu- 
tive Order No. 8389 of the President of the United States, 12 U.S. C. A. 
§ 95a note, and he seems to think that that was held in McCloskey 
v. Brown, affirmed 271 App. Div. 772, 64 N. Y. S. 2d 925, and Moscow 
Fire Ins. Co. of Moscow, Russia v. Heckscher & Gottlieb, 260 App. Div. 
646, 23 N. Y. S. 2d 424, affirmed 285 N. Y. 674, 34 N. E. 2d 377. There 
is no opinion or other statement in McCloskey v. Brown which enables 
me to appraise the holding there made, but I think Moscow Fire Ins. 
Co. of Moscow, Russia, v. Heckscher & Gottlieb is far from sustaining 
the Superintendent’s position. In that case, payment under a judgment 
was prevented by an injunction obtained by the United States upon a 
claim that it was the owner of the fund, payment of which was directed 
by the judgment, and interest during the time that the injunction was 
in force was limited to the interest actually earned by the fund during 
that time. In that case, therefore, payment was in fact prevented by an 
injunction obtained by a third person claiming in hostility to both the 
creditor and the debtor. Here, however, even upon the Superintendent’s 
view that the terms of the Executive Order are such as to include pay- 
ment of plaintiff’s claim among the transactions thereby prohibited in 
the absence of a license, and even disregarding plaintiff's contention that 
the licenses issued to the Superintendent on January 14, 1942 (Ex.D.), 


and October 29, 1942 (Ex. 31), constituted such licenses as the Executive 


Order required, the fact remains that here it was not the Executive Or- 
der requirement of a license which did in fact prevent earlier payment of 
plaintiff's claim. Such payment was not made, not because of the ex- 
istence of the Executive Order or because of the absence of a license, 
but because the Superintendent regarded plaintiff’s claim as not entitled 
to payment. Delay in payment here has been caused, not by judicial 
or executive compulsion, but by the Superintendent’s own act, and an 
act which I hold was wrongful; and I cannot see in that act any reason 
for refusing plaintiff’s claim for interest. 

Counsel for the Superintendent further invokes the provision inserted 
in Section 627 of the Banking Laws by Laws 1944, Ch. 40: 

“No creditor shall be entitled to receive nor be paid interest on any 
dividend or dividends by reason of delay in payment of such dividend 
or dividends,” which he says was enacted in order to overcome the de- 
cision in Matter of Consolidated Indemnity & Insurance Co., 256 App. 
Div. 604, 11 N. Y. S. 2d 52, affirmed 281 N. Y. 680, 23 N. E. 2d 14, 
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wherein it was said to be well-settled that when payment of a dividend 
is deferred by reason of an unsuccessful contest of a claim, the creditor 
so delayed should be allowed interest on the dividend in order to be put 
on an equality with other creditors who received the dividends and had 
the use of the money. 

The term “interest on a dividend” seems to me to refer to a situation 
where a claim has been allowed and a dividend declared, and then for 
some reason a delay ensues after allowance and after declaration before 
payment of the dividend is actually made. That was the situation in 
People v. E. Remington & Sons, 59 Hun. 307, 12 N. Y. S. 829, affirmed 
126 N. Y. 679, 28 N. E. 249, which was cited in Matter of Consolidated 
Indemnity & Insurance Co., 256 App. Div. 604, 11 N. Y. S. 2d 52. It 
thus seems to me that we are not here concerned with any question of 
interest on a dividend; for what we are here concerned with is whether, 
for the purpose of computing the dividend thereon, plaintiff’s claim shall 
be fixed and adjudicated at its face principal amount or at that amount 
plus interest to the time of allowance. If the statute here invoked were 
intended to apply to such a situation as this, the language chosen to 
express the intent was singularly inept and inappropriate. 

If the time for adjudicating the amount of plaintiff's claim had ar- 
rived before the Superintendent declared any dividend, it certainly could 
not be claimed that upon such adjudication any question of interest 
upon a dividend was involved; and while it is stated in the Superin- 
tendent’s brief (without any proof of the fact upon the trial so far as 
I recall) that the Superintendent declared a dividend on May 2, 1946, 
it does not seem to me that the fact of such declaration can alter the 
adjudication of plaintiff’s rights which would be made if there had been 
no such declaration. In no accurate or realistic sense can it be said that 
the delay here has been in the payment of a dividend. It has been in the 
adjudication of plaintiff’s claim. 

I thus think the statute invoked is inapplicable and conclude that 
plaintiff is entitled to interest from February 9, 1942, the date when its 
draft was presented for payment. 

I accordingly direct the entry of judgment for plaintiff for $101,- 
386.89, with interest thereon from February 9, 1942, and costs. The 
judgment should provide, however, that payment is to be made only 
when such license, if any, as is required by Executive Order No. 8389 
has been obtained. Bollack v. Societe General Pour Favoriser le De- 
veloppement du Commerce et de L’Industrie en France, 263 App. Div. 
601, 605, 33 N. Y. S. 2d 986, 990; Leeds v. Guaranty Trust Co., 272 App. 
Div. 909, 72 N. Y. S. 2d 409. 

The foregoing constitutes the decision required by the Civil Practice 
Act, and judgment is to be entered thereon, 
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Bank Obligated to Make Pension Payment to 
Retiring Bank Employee 





Hunter v. Sparling, State Superintendent of Banks, California District Court 
of Appeals, 197 Pac. Rep. (2d) 807 





Where employer has a pension plan and the employee knows of 
it, continued employment constitutes consideration for the promise 
to pay the pension. The pension is considered to be deferred com- 
pensation. Payments of benefits under the plan are not mere gratui- 
ties to be awarded in the discretion of the employer’s officials. 

While the regulations pertaining to retirement in the instant case 
were framed by the managing officers of the home office in Japan, 
the substance of such regulations was communicated to plaintiff in 
San Francisco by managers and sub-managers of the San Francisco 
bank. The regulations were applicable to employees in the San 
Francisco bank. The services were rendered in San Francisco for 
the San Francisco bank, and it was the performance of those services 
that constituted the acceptance of the offer of a unilateral contract. 
Thus the contract was entered into in San Francisco, the services 
were rendered here, and the plaintiff was entitled to payment here 
from the assets of the San Francisco bank. This payment differed 
in no way from the normal salary payment due plaintiff. It was 
deferred compensation, and, as such, was the obligation of the San 
Francisco bank. 


Appeal from Superior Court, City and County of San Francisco; 
Jas. G. Conlan, Judge. 

' Action by Robert Arnold Hunter against Maurice C. Sparling, State 
Superintendent of Banks and Liquidator of the Yokohama Specie Bank, 
Limited, to recover balance due plaintiff on his retirement allowance. 
Judgment for plaintiff, and defendant appeals. 

Judgment affirmed. 

Shirley, Saroyan, Shearer & Sullivan and S. M. Saroyan, all of San 
Francisco, for appellant. 

Cushing, Cullinan, Trowbridge, Duniway & Gorrill, Delger Trow- 
bridge, and John H. Murray, all of San Francisco, for respondent. 


PETERS, P. J.—Plaintiff brought this action against the state super- 
intendent of banks acting as liquidator of the Yokohama Specie Bank, 
Ltd., to recover from the bank the sum of $20,835.50 allegedly due from 
the bank to plaintiff as the balance due on his retirement allowance. 
From a judgment in favor of plaintiff defendant appeals. 

It is admitted that plaintiff worked for the bank, located in San 
Francisco, from 1892 to 1941; that-in November of 1941 plaintiff con- 
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templated retiring from his employment; that at that time plaintiff was 
informed, in writing, that the bank would pay him, as a retirement 
payment, $35,535.50, plus $5,300 for certain expenses hereafter described; 
that, had the plaintiff so desired, the bank would have paid him the 
full sum on November 28, 1941, but that on that date, at plaintiff’s re- 
quest, the bank paid him but $20,000, promising to pay the balance of 
$20,835.50 in February, 1942. This was done in order that the payments 
would be made in two years and would thus, according to the belief of 
plaintiff, reduce the amount of the federal income tax payable on the 
transaction. After the $20,000 had been paid, the war intervened and 
the bank was taken over by the alien property custodian and the state 
superintendent of banks and ultimately placed on the latter’s hands as 
liquidator. Plaintiff filed a claim with the liquidator for the balance 
claimed to be due within the time and in the manner provided by law, 
and, upon its rejection, instituted this suit. 

The basic problem involved in this litigation is whether the promise 
of the bank to pay the balance of $20,835.50 is legally enforceable, or 
whether it was a mere unenforceable promise to make a gift. 

The complaint alleges that the bank is a foreign corporation organ- 
ized under the laws of Japan, with its principal place of business in San 
Francisco; that on December 8, 1941, the then state superintendent of 
banks took possession of the business and property of the bank and 
placed the bank in conservatorship; that on March 13, 1945, the then 
superintendent of banks became liquidator of the bank; that plaintiff 
was employed by the bank in San Francisco from November 2, 1892, 
to November 28, 1941; that for 27 years prior to 1941 the bank had rules 
and regulations providing for the payment of pensions or allowances to 
its employees in its San Francisco office upon retirement, and that plain- 
tiff had knowledge of such rules and regulations; that plaintiff’s knowl- 
edge of the existence of such rules and regulations was one of the princi- 
pal reasons and inducements why plaintiff continued in the employ of 
the bank after securing such knowledge; that plaintiff was retired by 
the bank on November 28, 1941; that on that day the bank executed 
and delivered to plaintiff, in consideration of his long services and pur- 
suant to its rules and regulations, its check for $20,000 and a certain 
writing which is attached to the complaint as an exhibit; that the pay- 
ment of $20,000 was a partial payment on account of the sum of $40,- 
835.50 referred to in the exhibit; that in said exhibit the bank agreed to 
pay the balance of $20,835.50 in February, 1942. 

During the trial the due execution and delivery of this exhibit by 
the bank was admitted by defendant. It is in the form of a letter on the 
letterhead of the San Francisco bank and is dated November 28, 1941. 
It is signed: 
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“The Yokohama Specie Bank, Ltd. 
“/s/ M. Motoyoshi 
“Manager.” 


In it the manager first praises plaintiff in the most laudatory lan- 
guage, for his many years of faithful services to the bank. The letter 
then continues as follows: 


“At this time, it is my very great pleasure to present you with a 
Cashier’s Check for $20,000.00, a partial payment of the $40,835.50, 
which I have been instructed by the President[’s] Office in Tokyo to 
pay to you as a retiring allowance from this Bank, particulars as noted 
hereunder. 

“In this connection, I wish to convey to you the good will of the 
Board of Directors, whose intention it was to offer you an invitation 
to visit Japan in appreciation of the fathomless services and your un- 
tiring efforts rendered to this Bank. Unfortunately, this plan being im- 
possible due to the present unsettled situation, they have decided to 
offer you $2,000.00 in cash in lieu of the Travel you were to be bestowed. 
Moreover, they took into consideration with deep sympathy, the prob- 
lem of the heavy taxes that will be incurred in presenting this gratuity 
and have added a subsidiary sum of $3,300.00 to defray the expenses of 
taxes. These two amounts are to be considered as merely an extra 
presentation aside from the gratuity ordinarily calculated in accordance 
to the rules and regulations of this Bank. It has been specially called 
to my attention that such subsidiary gratuity is an unprecedented case, 
and that the remainder of the gratuity proper shall be presented to you 
in February of 1942. 


Ae $35,535.50 
IE III scicuncninsnctinihaisinkoininensiesacsenns 2,000.00 
I Ricieldecnaiisbinstnannntsnciacisndeieiinanniitan 3,300.00 
$40,835.50 
Less [check enclosed ].............0ssssessesesseeees 20,000.00 
UR -cisntirniniiphceritaniciininininaiincinineteinnnnial $20,835.50 (February 1942)” 


The complaint further alleges that in November, 1941, the bank’s 
books showed the “sum of $40,835.50 as money so to be paid to the 
plaintiff, and showing the payment of the sum of $20,000 as the. first 
payment on account thereof.” Attached to the complaint is an exhibit 
purporting to support this allegation. 

At the trial it developed that the only entry on the books of the 
company purporting to show a $40,835.50 indebtedness to plaintiff was 
this exhibit—a document entitled “Transfer Voucher.” It was in the 
form of a printed slip kept by the clerk for the purpose of accounting 
for money paid out by him. It shows a $20,000 payment and recites 
that this was the “First payment of Robert Arnold Hunter, Retirement 
Pension for $40,835.50.” 

The complaint further alleges that on October 10, 1941, the bank 
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prepared and filed with the Secretary of the Treasury an application 
for a license to pay to the plaintiff the sum of $40,835.50, of which 
$20,000 was to be paid at once and the balance three months thereafter, 
and that on November 25, 1941, the Federal Reserve Bank of San 
Francisco, by direction of the Secretary of the Treasury, issued its 
license to the bank. It is admitted that such application and license 
were necessary under federal executive orders requiring permission for 
any banks in which Japan had an interest to pay out money. The ap- 
plication is on a form supplied by the treasury department and con- 
tains certain formal information. It is signed by the “Sub Manager” 
of the bank. Under the printed statement “The applicant desires a li- 
cense in order to: (State in detail the nature, purpose and amount of 
the transaction. . . .)” appears the following in typewriting admittedly 
inserted by the bank: 


“Mr. Robert Arnold Hunter, a citizen of the United States, entered 
our employment on November 2, 1892 and since then he has been con- 
tinuously employed by this Bank. (Approximately 49 years) 

“Mr. Robert Arnold Hunter has expressed his desire to retire and 
has proposed to be relieved of his duty from this Bank. 

“The Bank desires to compensate Mr. Robert Arnold Hunter for his 
long service to this Bank as set forth in our retirement regulations by 
paying the sum of $40,835.50 to him as a retiring pension, of which it is 
proposed to pay the sum of $20,000—in October, 1941 and the balance 
of $20,835.50 three months thereafter, that is in January, 1942. 

“We, therefore, desire to apply for a Special License for said amount 
so that we may hand same to Mr. Robert Arnold Hunter. 

“We shall charge the above-mentioned amount to our Profit and Loss 
Account and issue our Cashier’s Checks in favor of Mr. Robert Arnold 
Hunter, as specified above.” 


The license issued by the Federal Reserve Bank of San Francisco 
under the authority of the Secretary of the Treasury authorized the 
bank to: “Charge not to exceed the total sum of $40,835.50 to your 
profit and loss account and pay a like total amount (in two install- 
ments) by cashier’s checks to Robert Arnold Hunter (U. S. citizen) as a 
retirement pension accruing from his services extending over nearly 
half a century as an employee of your bank.” 


Defendant’s demurrer was overruled, and thereupon he filed an answer 
and cross-complaint. By the cross-complaint defendant sought to re- 
cover the $20,000 admittedly paid to plaintiff on November 28, 1941, 
on the theory that it was paid without authority. No evidence was 
introduced to support these allegations, and the cross-complaint was 
dismissed by stipulation during the trial. 

The answer of defendant denies, on information and belief, that 
plaintiff for 27 years, or any other period, had any knowledge of the 
rules and regulations of the bank providing for the payment of a re- 
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tirement allowance; denies that the existence of such rules or regula- 
tions induced plaintiff to remain in the employ of the bank; alleges that 
any rules and regulations relating to retirement were under the con- 
trol of the home office in Japan and had no relation to the San Fran- 
cisco branch of the bank; alleges that the $2,000 traveling allowances 
and the $3,300 tax subsidy were no part of the rules and regulations of 
the bank; admits the payment to plaintiff of $20,000, but alleges that 
such payment was made for the account of the home office and was 
charged to that office; that the obligation, if any, to pay the balance of 
$20,835.50 was the obligation of the Tokyo office of said bank and not 
of the San Francisco office; denies that any account was ever set up on 
the books of the bank showing an indebtedness to plaintiff of $40,835.50, 
or a balance of $20,835.50; alleges that the retirement rules and regula- 
tions did not form any part of plaintiff’s contract of employment; alleges 
that the promise of the bank to pay plaintiff a retirement allowance was 
wholly without, and unsupported by, consideration and constituted a 
mere promise to make a gift. 

In his opening statement counsel for plaintiff stated that he was pro- 
ceeding on two theories—express contract, and an account stated. Dur- 
ing the trial the judge indicated, in no uncertain fashion, that, in his 
opinion, the promise of the bank did not create a contract.1 The court 
did indicate however, that, in its opinion, the evidence might support 
the theory of a completed gift based upon consideration with delivery 
of the $20,000, and an express trust created for the balance. After the 
judge had indicated his thoughts on this subject, plaintiff was recalled 
to the stand and testified that prior to his retirement he discussed the 
question of the amount of the allowance and the method of its pay- 
ment with Motoyoshi, the manager of the San Francisco branch. He 
testified that he requested that the allowance be paid to him in two pay- 
ments, one in 1941 and one in 1942, in order to avoid too heavy an in- 
come tax; that Motoyoshi “agreed with the request and he gave instruc- 
tions to make the first payment of $20,000, which he did, and agreed 


1 Some of these comments are as follows: 

(R.T. 80) “The Court: There has been no testimony in the record so far that this 
plaintiff or any of the employees had an enforceable contract with the bank that upon 
retirement they would get this amount of money.” 

(R.T. 90) “The Court: There is no legal liability to pay this; it was more or less 
of a donation for faithful service.” 

(R. T. 198) “The Court: I take it the only difficulty was they gave him the total 
and he only took half and left the balance of the money in trust. Now, if he cannot win 
on that theory, he can’t win. There was no obligation on them to pay him. 

“Mr. Saroyan: In other words, your Honor’s position in this case is that there was a 
completed gift and a trust account set up? 

“The Court: Yes. 

“Mr. Saroyan: There isn’t any evidence a trust account was set up? 

“The Court: The circumstances show that.” 

(R.T. 201) “The Court: I wouldn’t say there was no consideration as to a completed 
gift, he certainly had no contract he could sue under. Assuming he could sue for this 
gratuity, I don’t believe he could recover unless the money was given to him... .” 
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that the balance would be held for my account and paid in February of 
1942.”2 Based on this testimony plaintiff was permitted to amend his 
complaint to conform to the proof. This amendment is as follows: 
“Before and at the time of delivery of said writing [the letter of Novem- 
ber 28, 1941—Exhibit ‘A’ to complaint] it was agreed between the 
plaintiff and said bank that the sum of $40,835.50 was then and there 
due and payable to plaintiff in cash. Said bank paid said plaintiff the 
sum of $20,000 in cash at said time and agreed, at the special instance 
and request of plaintiff, to hold thereafter the balance of $20,835.50 for 
plaintiff, as trustee for him, and to pay him said balance some time 
during the month of February, 1942.” 


The evidence was not in substantial conflict and, in general, sup- 
ported the facts as alleged in the complaint. In addition to what has 
already been said about the evidence, the record shows that plaintiff 
first learned that the San Francisco bank had a retirement plan “Some 
years before 1918,” and it was particularly called to his attention in that 
year when one of his fellow employees retired and received a flat sum 
allowance. Thereafter, several other employees retired and were simi- 
larly treated, and plaintiff knew it. The record also shows that from 
1918 to 1941 the plaintiff discussed the question of retirement allow- 
ances at various times with the various managers and submanagers of 
the bank and from them learned most of the basic provisions of the 
plan. It was common knowledge among the employees of the bank 
that such a plan existed. The plaintiff also testified that after he learned 
that the bank had such a plan he received certain offers of employment 
from other banks but turned them down and remained in the employ 
of the Yokohama Specie Bank because he felt that it would be to his 
advantage to so remain in view of the retirement plan available to him. 
He admitted that he did not learn the exact formula that was used by 
the bank until 1940, but prior to then he was told that he would get a 
“substantial,” or a “large” sum of money in a “lump sum.” He was 
told the details of the actual formula in 1940, but did not know until 
1941 what base pay was to be used when applying the formula. -The 
bank had printed rules and regulations formulated by the home office 
applicable to retirement of its employees, but they were written in Jap- 
anese and plaintiff was unable to read Japanese. Various letters be- 


2 There is some other testimony on this issue developed on the cross-examination of 
plaintiff. After admitting that the only written evidence of the transaction that he 
received was the $20,000 check and the letter of November 28, 1941, he was asked if he 
had any discussion with Matoyoshi “in respect to setting up an account or a deposit at 
the bank.” He replied: “I simply requested, as I have testified before, payment of the 
$20,000 and the balance to be held for my account, to be paid in February . . . he 
agreed to comply with my request.” It was then stipulated that the transfer voucher, 
the license application, the license, and the letter of November 28, 1941, where the only 
written evidences of the transaction, and that no special account was set up for the 
balance owing. 
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tween the San Francisco and home office relating to Hunter’s allow- 
ance were introduced. In one of them the home office computed the 
allowance at $35,535.50 and referred to it as “Retirement pension ac- 
cording to the regulation.” 


On these facts, most of which are not in dispute, findings were made 
that are repetitious and, in some respects, inconsistent. The exact the- 
ory upon which they are based is somewhat difficult to ascertain. The 
court found the facts in reference to plaintiff’s employment and then 
found that for 23 years prior to 1941 the bank had rules and regula- 
tions, not published in writing but known to the employees, relating to 
the payment of retirement allowances to its employees, and that, dur- 
ing such period, such rules and regulations were systematically followed 
and carried out by the bank; that during such period plaintiff knew of 
these rules and regulations, they having been communicated to plaintiff 
by officers of the bank that the existence of such rules was one of the 
reasons why plaintiff continued in the employ of the bank from 1918 to 
November 28, 1941. These findings are amply supported by the evi- 
dence. 

The court then found that plaintiff was retired on November 28, 
1941, and that on that date the bank executed and delivered to plaintiff 
the letter heretofore discussed; that “Before and at the time of delivery 
of said writing it was agreed between the plaintiff and said bank that 
the sum of $40,835.50 was then and there payable as a retirement pen- 
sion or allowance to plaintiff in cash pursuant to said rules, regulations 
and long continued custom. Said bank paid said plaintiff the sum of 
$20,000 in cash at said time and agreed, at the special instance, and re- 
quest of plaintiff, to hold thereafter the balance of $20,835.50 for plain- 
tiff and to pay him said balance some time during the month of Feb- 
ruary, 1942.” These findings were in support of the trial court’s theory 
of a completed gift, partial delivery, and a declaration of trust as to 
the balance. 

The court then found the facts in reference to the transfer voucher; 
found, in accordance with the evidence, that such vouchers were always 
countersigned by a manager of the bank and were preserved and recog- 
nized as the original entries of the transactions described therein. The 
facts in reference to the application for and issuance of the license and 
the filing of the claim are then found by the court. It is then found 
that no part of the sum of $20,835.50 has been paid, and that said sum, 
plus interest, is owing to plaintiff, and that, while the rules and regula- 
tions pertaining to retirement were under the control and management 
of the home office of the bank, such rules and regulations did have ap- 
plication to the employees of the San Francisco branch of the bank. 


The court then found that the $2,000 traveling allowance and the 
$3,300 tax subsidy were gifts that were fully executed on November 26, 
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1941, and that said gifts were supported by consideration—i. e., plain- 
tiff’s long and faithful and continuous service to the bank, which ser- 
vice, in part, was rendered in reliance on securing a paid trip to Japan 
and in having the bank assume the income tax burden, and that the 
rules and regulations of the bank did not prohibit such payments. The 
next finding is to the effect that it is not true that the payment of the 
$20,000 and the obligation to pay the $20,835.50 were obligations of the 
Tokyo office of the bank, but that it is true that such obligations were 
the obligations of the San Francisco office of the bank. 


The court then makes a repetitious finding that one of the reasons 
why plaintiff remained in the employ of the bank was his knowledge 
of the existence of the rules and regulations of the bank relating to re- 
tirement, and the assurances given him by the managers of the San 
Francisco bank that, upon his retirement, he would receive a substantial 
lump sum as a retirement allowance. The court then, in view of its 
findings on consideration, makes this somewhat inconsistent finding: 
“Tt is true that the rules and regulations of The Yokohama Specie Bank, 
Ltd., if any, with respect to retirement pay or allowance form no part 
of the contract of employment between said bank and the plaintiff, 
provided, however, that a legal liability arose in favor of the plaintiff 
on or about November 28, 1941, and against said bank for the amount 
due the plaintiff as herein determined by reason of all the facts found 
in these findings of fact. 


“Tt is not true that any promise or agreement made by the Yoko- 
hama Specie Bank, Ltd., San Francisco office, or any officer thereof, to 
pay the retirement allowance set forth in the complaint on file herein, 
or any part thereof, was wholly or in any part without any considera- 
tion whatsoever and wholly or wholly outside and beyond or beyond the 
power and authority, or authority, of said office or any officer of said 
bank, but on the contrary the payment of the $20,000 of said retirement 
allowance on November 26, 1941 and the promise made at the same 
time to pay the balance thereof, amounting to $20,835.50 in February, 
1942, were supported by fully adequate and valid consideration and 
were entirely within the power and authority of the San Francisco office 
and officers, and each of them, of said bank.” 


The court then again finds that the obligation involved was not that 
of the Tokyo office of the bank, but was that of the San Francisco office, 
finds against certain defenses of defendant, and then provides in its con- 
clusions of law that: “at no time was there any contract for the pay- 
ment of a retirement allowance by and between the Yokohama Specie 
Bank, Ltd., San Francisco office, and plaintiff, sufficient to amount to 
or to support an account stated”; that when the $20,000 was delivered 
to plaintiff “there was a completed and executed gift from said bank 
to plaintiff in the sum of $40,835.50; that the balance of said gift not 
paid to plaintiff on said 26th day of November, 1941, to wit: the sum 
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of $20,835.50, was retained by said bank in trust and for the benefit of 
plaintiff herein, and said bank promised and agreed to hold said balance 
for the account of said plaintiff and to pay the same in full to him dur- 
ing the month of February, 1942.” 

The pleadings, evidence, findings and conclusions have thus been 
summarized at some length in order to show that most of the basic 
facts were not in dispute and were found in favor of the plaintiff. From 
those basic facts the question is presented, is plaintiff entitled to recover 
the sum of $20,835.50, plus interest, from the defendant? That is a 
question of law and not of fact. The question as to whether, from the 
facts found, there was a contract, or a completed gift with partial de- 
livery and an express trust as to the balance, or any other legally en- 
forceable obligation, is a question of law and not of fact. For that 
reason the “finding” that the rules and regulations relating to retire- 
ment formed no part of plaintiff’s contract of employment is not a find- 
ing of fact at all, but a misplaced conclusion of law, not supported by 
the facts found, which facts are practically undisputed. The rule ap- 
plicable to such a situation is well settled. Where a conclusion of law 
is not supported by the facts found, the conclusion of law must be dis- 
regarded. Falk v. Falk, 48 Cal. App. 2 d 762, 120 P. 2d 714; School- 
craft v. B. O. Kendall Company, 108 Cal. App. 546, 291 P. 659; Mc- 
Kay v. Gesford, 163 Cal. 243, 124 P. 1016, 41 L. R. A., N. S., 303, Ann. 
Cas. 1913E, 1253. That rule has peculiar application to the problem 
here presented. The facts here are not substantially in dispute. The 
trial judge was presented with the question as to whether, under those 
facts, a contract or other legally enforceable obligation arose. He un- 
doubtedly concluded that there was no contract, but that there was an- 
other form of legal obligation involved. If, as a matter of law, under 
the admitted facts, he was wrong as to his conclusion that there was 
no contract, then the ends of justice will best be served by disregard- 
ing that erroneous conclusion and applying the correct law to the ad- 
mitted facts. 

With these principles in mind we turn first to a consideration of the 
question, as to whether, under the facts, there was an enforceable con- 
tract between the bank and the plaintiff to pay to plaintiff the full 
amount of his retirement allowance. The facts show 49 years of em- 
ployment. They show that about 1918 plaintiff first learned that he 
would receive a retirement payment when he retired; that after ten 
years of employment he was entitled to such a payment, and that the 
payment would be large. Between 1918 and 1941 he talked the matter 
over with various officers of the bank and learned more about the de- 
tails of the plan. All during this period the bank had rules and regula- 
tions but plaintiff could not read them because they were in Japanese, 
but plaintiff and other employees knew that such rules existed and 
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knew of their general import. In 1940 one of the officers gave him the 
formula to compute his allowance, but he misunderstood what salary 
was to be used as a base. About the end of 1940 he was informed, by 
one of the officers of the bank, that he would be entitled to about $35,- 
000. It is defendant’s main contentions that such facts do not give 
rise to an enforceable contract because there was no consideration, and 
second, the contract, if one existed, was too uncertain in its terms to be 
enforceable. 


The point that there was no consideration is clearly without merit. 
It is well settled in this state that, where the employer has a pension 
plan and the employee knows of it, continued employment constitutes 
consideration for the promise to pay the pension. The pension is con- 
sidered to be deferred compensation. The problem most frequently 
arises in public pension cases, because, in this state the Constitution 
prohibits gifts of public money to an individual. Art. IV, § 31. It has 
consistently been held that a public pension is not a gratuity, but, after 
the services have been performed, is a vested contract right of the em- 
ployee. The extent to which this rule has been applied in this state is 
well illustrated by the recent unanimous opinion of the Supreme Court 
in Kern v. City of Long Beach, 29 Cal. 2d 848, 179 P. 2d 799. In that 
case it appeared that the city of Long Beach for many years had certain 
pension provisions for its employees. These were amended during his 
period of service. As amended, they entitled the employee to a pension 
after twenty years of service. Thirty-two days before the expiration 
of the employee’s twenty years of service the city purported to repeal 
its pension provisions. The court held, citing many cases, that the right 
to a pension was a vested right protected by the contract clause of the 
federal Constitution. Many cases were referred to holding that where 
services are rendered under a pension plan the pension payments are 
in fact deferred compensation. The court then stated, 29 Cal. 2d page 
855, 179 P. 2d page 803: 


“Insofar as the time of vesting is concerned, there is little reason to 
make a distinction between the periods before and after the pension 
payments are due. It is true that an employee does not earn the right 
to a full pension until he has completed the prescribed period of service, 
but he has actually earned some pension rights as soon as he has per- 
formed substantial services for his employer. See Dryden v. Board of 
Pension Com’rs, 6 Cal. 2d 575, 579, 59 P. 2d 104; French v. French, 17 
Cal. 2d 775, 777, 112 P. 2d 235, [134 A. L. R. 366]. He is not fully 
compensated upon receiving his salary payments because, in addition, 
he has then earned certain pension benefits, the payment of which is 
to be made at a future date. While payment of these benefits is de- 
ferred, and is subject to the condition that the employee continue to 
serve for the period required by the statute, the mere fact that per- 
formance is in whole or in part dependent upon certain contingencies 
does not prevent a contract from arising, and the employing govern- 
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mental body may not deny or impair the contingent liability any more 
than it can refuse to make the salary payments which are immediately 
due. Clearly, it cannot do so after all the contingencies have hap- 
pened, and in our opinion it cannot do so at any time after a contract- 
ual duty to make salary payments has arisen, since a part of the com- 
pensation which the employee has at that time earned consists of his 
pension rights . . 

“Accordingly, we conclude that petitioner has a vested pension right 
and that respondent city, by completely repealing all pension provisions, 
has attempted to impair its contractual obligations. This it may not con- 
stitutionally do, and therefore the repeal is ineffective as to petitioner.” 


While this precise problem has seldom been considered by the Cali- 
fornia courts in connection with pension provisions made by private 
employers, it is the general rule throughout the country that continued 
service after knowledge of a pension plan, constitutes ample considera- 
tion for the employer’s promise to pay. The rule, supported by many 
cases, is thus stated in 56 C. J. S. Master and Servant, § 169, page 828: 
“A benefit plan offered by an employer to all its employees and im- 
pliedly accepted by them through remaining in the employment consti- 
tutes a contract between the employer and employee, the service ren- 
dered by the employee being a sufficient consideration to support the 
employer’s promise to pay benefits. In such case the plan is not a mere 
gratuity or charity conferring on the employees and their dependents 
no legal rights, and payments of benefits under the plan are not mere 
gratuities to be awarded in the discretion of the corporate employer’s 
Officials.” 

The only case cited by appellant on this issue that requires special 
notice is Russell v. H. W. Johns-Manville Co., 53 Cal. App. 572, 200 P. 
668. In that case the plaintiff was a month-to-month salaried em- 
ployee. In October, 1918, the employer published a notice to the effect 
that, in recognition of services rendered, the company would pay, as 
additional compensation to all salaried employees “who have been in the 
company’s employ for the calendar year of 1918,” a specified bonus. 
Plaintiff was discharged on November 16, 1918, and sought to recover 
the promised bonus. A judgment for plaintiff was reversed. The exact 
theory of the reversal is not clear from the opinion. Much is said about 
the promised bonus being a “gratuity,” and there is no doubt that the 
appellate court believed that the notice constituted a mere promise to 
make a gift. This thought, however, is inconsistent with the holding 
in the City of Long Beach case, supra, and out of line with the over- 
whelming weight of authority. The case has been severely criticized 
(Scott v. J. F. Duthie & Co., 125 Wash. 470, 216 P. 853, 28 A. L. R. 
$28), no petition for hearing was requested, it has never been cited with 
approval, and, on at least two occasions, it has been explained away or 
distinguished by California courts. Redd v. Williams Radiator Co., 112 
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Cal. App. 353, 358, 296 P. 676, hearing denied; Sieck v. Hall, 189 Cal. 
App. 279, 294, 34 P. 2d 844. The case is readily distinguishable from 
the present one on its facts. In the Russell case the offer was to pay a 
bonus to those still in the employ on December 31, 1918. That offer 
could be accepted only by performing the act requested, namely, re- 
maining in the employ until that date. The employee was fired before 
that date, so the act required was never performed. The unilateral con- 
tract never came into existence. But in the instant case the offer was 
to pay a cash sum, according to a fixed formula, to all employees who 
remained in the employ of the bank for over 10 years, and voluntarily 
retired. Plaintiff accepted that offer by remaining in the employ of the 
bank for 49 years, during 23 of which he had knowledge of the offer. 

This point need not be labored further. It is obvious that, under 
the admitted facts as found by the trial court, there was an offer to 
contract which was accepted by the performance of the act required, 
and that the continued service of plaintiff after knowledge of the offer 
constituted ample consideration to support the contract. 

But, says appellant, if a contract existed, it was too uncertain in its 
terms to be enforceable. This contention is based upon the admitted 
fact that plaintiff did not know of the precise formula involved until 
1940, and until 1941 was confused as to what base pay was involved in 
the formula. For 23 years plaintiff knew that there was a formula and 
knew that, if he remained with the bank, upon retirement he would re- 
ceive a large cash payment as deferred compensation. The fact that 
the precise terms of the formula were not known to plaintiff is imma- 
terial as long as such terms were capable of ascertainment by the con- 
duct of the parties or otherwise. Allen v. Cross, 66 Cal. App. 130, 225 
P. 765; see Williston on Contracts, Vol. 1, § 49, p. 138; Roy v. Salisbury, 
21 Cal. 2d 176, 130 P. 2d 706. An offer too uncertain to create a bilat- 
eral contract if accepted, may, by performance by the offeree, create a 
unilateral contract. 12 Am. Jur. p. 554, § 64. 

We therefore conclude that, under the facts found, there was an en- 
forceable contract amply supported by consideration, and that the con- 
clusion of law to the contrary, erroneously placed in the findings, being 
contrary to the admitted facts, must be disregarded. 

Our conclusion that there was an enforceable obligation to pay the 
balance of the retirement allowance need not be predicated solely upon 
the theory that there was an offer and acceptance and consideration. 
Even if the promise had been originally intended as a promise to make 
a gift, under the facts here involved, such promise would be enforceable. 
The undisputed and found facts show that after plaintiff knew of the 
promise, he received several offers of employment by other banks and 
turned them down because, if accepted, he would lose his retirement 
allowance. The promise was one that was designed to accomplish just 
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that result. Under such circumstances the doctrine of promissory estop- 
pel is applicable. That doctrine is defined as follows in § 90 of the 
Restatement of Contracts: “A promise which the promisor should rea- 
sonably expect to induce action or forbearance of a definite and sub- 
stantial character on the part of the promisee and which does induce 
such action or forbearance is binding if injustice can be avoided only by 
enforcement of the promise.” 

The following illustration is given in the Restatement of a proper 
application of the section: “A promises B to pay him an annuity during 
B’s life. B thereupon resigns a profitable employment, as A expected 
that he might. B receives the annuity for some years, in the mean- 
time becoming disqualified from again obtaining good employment. A’s 
promise is binding.” See, also, Pomeroy’s Equity Jurisprudence, 5th 
Ed., Vol. III, § 808b, p. 211. The rule is followed in California. Bur- 
lingame v. Rowland, 77 Cal. 315, 19 P. 526, I L. R. A. 829; Kinsell v. 
Thomas, 18 Cal. App. 683, 124 P. 220; Churchill v. Russell, 148 Cal. 1, 
82 P. 440; Carpy v. Dowdell, 115 Cal. 677, 47 P. 695; Seymour v. Oel- 
richs, 156 Cal. 782, 106 P. 88, 134 Am. St. Rep. 154; Wilk v. Vencill, 30 
Cal. 2d 104, 180 P. 2d 351. This constitutes an alternative ground for 
holding that there was a legally enforceable obligation to pay the bal- 
ance of the retirement allowance. This conclusion makes it unnecessary 
to determine whether there was an account stated, an open book ac- 
count, or a trust, three other theories relied upon by plaintiff. 


The only other major contention of defendant is that the obligation 
to pay the balance, if an obligation existed, was that of the home office 
in Japan and not that of the San Francisco branch, and that, under § 7 
of the California Bank Act (1 Deering’s California General Laws, Act 
652) , the liquidator is prohibited from paying the debt out of the assets 
of the San Francisco bank. This same contention was urged in the trial 
court, and the court found contrary to it. Defendant admits that § 7 
has no application if the obligation was that of the San Francisco bank. 


The defendant argues that the regulations relating to retirement 
came from the home office; that the orders for retirement payments 
came from that office; that the books show that the $20,000 that was 
paid was charged to the “profit and loss” account, and from there car- 
ried into the “inter-office” or “president’s” account, and so became a 
charge against the home office; that the books show that the assets of 
the San Francisco office were not charged with the $20,000 payment. It 
is true that the $20,000 payment was charged against the “profit and 
loss” account, but so were other expenses of the local bank. All expenses 
of the local bank reduced the profit ultimately sent to Japan. The real 
question is not what the books show, but where did the obligation arise, 
and where and from what assets was plaintiff entitled to be paid? While 
the regulations pertaining to retirement were framed by the managing 
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officers in Japan, the substance of such regulations was communicated 
to plaintiff in San Francisco by managers and sub-managers of the San 
Francisco bank. The regulations were applicable to employees in the 
San Francisco bank. The services were rendered in San Francisco for 
the San Francisco bank, and it was the performance of those services 
that constituted the acceptance of the offer of a unilateral contract. 
Thus the contract was entered into in San Francisco, the services were 
rendered here, and the plaintiff was entitled to payment here from the 
assets of the San Francisco bank. This payment differed in no way 
from the normal salary payment due plaintiff. It was deferred com- 
pensation, and, as such, was the obligation of the San Francisco bank. 
The finding and conclusion to this effect are amply supported by the 
evidence, and are sound in law. 

The finding to the effect that the rules and regulations of the bank 
formed no part of plaintiff's contract of employment is stricken from 
the findings, and the conclusions of law are amended to provide that 
such rules and regulations were part of plaintiff’s contract of employ- 
ment, and that, under the facts found, a contract existed, amply sup- 
ported by consideration, to pay to plaintiff his retirement allowance. 

The judgment appealed from is affirmed. 


WARD and BRAY, JJ., concur. 
ee enreeemnemerceneerenn 


Bank’s Right of Set-Off Against Insolvent Depositor 





In re Merchandise Mart of Columbia, U. S. District Court, South Carolina 
79 Fed. Supp. 686 





A deposit of money upon general account with a bank creates 
the relation of debtor and creditor. Thus where a bank receives 
deposits in the regular course of business, which are subject to with- 
drawals by check, and there is no collusion or fraud, and no show- 
ing by the trustee in bankruptcy that the balance was built up for 
the purpose of giving the bank a preference, and where the depositor 
is indebted to the bank by note, the bank has the right when the 
note is due, to set off the amount due to the bank on the note 
against the amount due from it on the deposit account. This right 
exists, even though the depositor is insolvent when the note be- 
comes due, and such insolvency is known to the bank. 


Proceeding in the matter of the Merchandise Mart of Columbia, 
bankrupt. On petitions of the Citizens Southern National Bank, and 
the trustee in bankruptcy for review of a referee’s order adjudicating a 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §802. 
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question of set-off. Decision of the referee modified, and matter again 
referred to him for further proceedings. 

Fred D. Townsend, of Columbia, S. C., for petitioner, Citizens & 
Southern Nat. Bank of Columbia. 

Hunter A. Gibbes, of Columbia, S. C., for trustee. 


WYCHE, D.J.—The above matter is before me upon the petitions of 
the Citizens and Southern National Bank, and the Trustee in Bank- 
ruptcy, for the above bankrupt, for review of the Order of the Referee in 
Bankruptcy adjudicating a question of set-off of a deposit of the bank- 
rupt in the Citizens and Southern National Bank against an indebted- 
ness of the bankrupt to the bank. 

The facts certified by the Referee are as follows: Under date March 
18, 1947, the bank made a loan of $5,000 to the bankrupt Merchandise 
Mart for which amount the said Merchandise Mart executed and de- 
livered its negotiable promissory note payable May 27, 1947. Said note 
was not paid at maturity and thereafter the following payments were 
made: June 6, 1947—$1,200, June 12, 1947—$800, and on June 27 the 
bank charged $754.02 to the deposit account and credited the same on 
the unpaid balance of said note, so that if the off-set be allowed there 
remains due and owing upon said note the sum of $2,245.98. 

For some time prior to filing of petition and adjudication of bank- 
ruptcy, Merchandise Mart had maintained a general account with the 
bank. Deposits and withdrawals were made in the usual course of 
business against this account and nothing was done to build up the ac- 
count in order to prefer the bank over other creditors. 

On June 18, 1947, petition in bankruptcy was filed by certain credi- 
tors against Merchandise Mart. Order of adjudication was issued on 
July 3, 1947. 

On June 18, 1947, there was a balance of $1,081.47 in the general 
checking account of Merchandise Mart. Subsequent to that date de- 
posits and withdrawals were made in the usual course of business until 
adjudication of bankruptcy. On June 27, when the purported off-set 
was made by the bank, there was a balance of $889.42. It cannot be 
doubted that, except under special circumstances or where there is a 
statute to the contrary, a deposit in a general account creates the rela- 
tion of debtor and creditor, as in the case here. 

From the bankrupt records, it appears that for the period June 18, 
to June 27, inclusive, deposits in the total amount of $590.25 were made. 
Withdrawals in the usual course of business, excluding the attempted 
set-off by the bank, total $769.13. Thus there was “in the hands of the 
bankrupt” on June 27 in “Old Money,” that is money which was on 
deposit prior to the date petition was filed, the sum of $312.34. 

There is nothing in the record to indicate that the bank had actual 
knowledge of the filing of the petition when it honored the checks drawn 





THE BANKING LAW JOURNAL 135 


upon the bank account of the bankrupt after the filing of the petition. 
The Referee in his Order says: “The bank has raised the point that it 
did not have actual notice of the filing of the petition. Under the de- 
cisions, it appears that the filing of the petition is constructive notice 
as stated in the case of May v. Henderson, 268 U. S. 111, 45 S. Ct. 456. 
69 L. Ed. 870, the filing of the petition is a ‘caveat to all the world’.” 
The attorney for the bank at the hearing before me stated (and his 
statement was not questioned at that time): “There is only one thing 
that the Referee did not make specific mention of, and that is that the 
bank had no actual knowledge of the filing of the petition of bankruptcy 
until the date that they charged the account with his seven hundred 
and some odd dollars, and applied it on the note due by the bankrupt. 
That’s the date that they first knew of the filing of the petition of bank- 
ruptcy.” It is difficult for me to conceive that the bank would thus 
honor checks with actual notice of filing of petition in bankruptcy, es- 
pecially when the bankrupt was at that time indebted to it in the sum 
of $3,000. 

From the foregoing facts the Referee, relying upon the case of In re 
Hotel Martin Co. of Utica, 2 Cir., 83 F. 2d 231, concluded that under, 
what is called the “first in, first out” rule the bank was entitled to a set- 
off of $312.34. 

The bank contends that it “is entitled to set-off the sum of $754.02, 
standing to the credit of Merchandise Mart on June 27, 1947, against 
the unpaid balance due upon the promissory note of Merchandise Mart 
which became due and payable May 27, 1947, prior to the filing of the 
petition in bankruptcy, and that the Order of the Referee should be 
modified accordingly.” 


The trustee contends “that under the terms of the Bankruptcy Act 
all moneys and other assets owned by the bankrupt on the date of filing 
the petition, June 18, 1947, and thereafter automatically became the 
property of trustee for the benefit of all creditor . . . that commencing 
with June 18, 1947, no right of set-off existed in favor of the bank, and 
all of the money, $889.42, should be paid to him (trustee.)” 


The property which vests in the trustee upon adjudication is that 
which the bankrupt owned at the time of the filing of the petition. The 
purpose of the law is to fix “the line of cleavage” with reference to the 
condition of the bankrupt estate as of the time at which the petition 
was filed. Everett v. Judson, 228 U. S. 474, 479, 33 S. Ct. 568, 57 L. Ed. 
927, 46 L. R. A, N.S., 154. Provable debts are those owing when the 
petition is filed. Section 63, Bankruptcy Act 11 U.S.C. A. § 103. The 
discharge, when granted, relates to the filing of the petition, and an ob- 
ligation incurred afterwards but before discharge, is not included in it. 
Zavelo v. Reeves, 227 U. S. 625, 33 S. Ct. 365, 57 L. Ed. 676, Ann. Cas. 
1914 D, 664. 
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The filing of the petition is “a caveat” to all the world and in fact an 
attachment and an injunction. May v. Henderson, 268 U. S. 111, 117, 
45 S. Ct. 456, 69 L. Ed. 870; Mueller v. Nugent, 184 U.S. 1, 14, 22 S. Ct. 
269, 46 L. Ed. 405. While it does not divest the bankrupt of title to his 
property, it constitutes him in effect a trustee for the benefit of his 
creditors from that time until adjudication, when adjudication follows. 
The estate is considered as in custodia legis from the filing of the peti- 
tion. Acme Harvester Co. v. Beekman Lumber Co., 222 U. S. 300, 307, 
32 S. Ct. 96, 56 L. Ed. 208. 

Section 68 of the Bankruptcy Act is as follows: “§ 108 Set-offs and 
counterclaims. a. In all cases of mutual debts or mutual credits be- 
tween the estate of a bankrupt and a creditor the account shall be 
stated and one debt shall be set off against the other, and the balance 
only shall be allowed or paid.” 

It will be observed that this section provides for set-offs in all cases 
of mutual debts or mutual credits between the estate of a bankrupt and 
a creditor. It says the account shall be stated and one debt shall be set 
off against the other, and the balance only shall be allowed or paid. 
Subdivision b, 11 U. S. C. A. § 108, sub. b, imposes certain specific 
limitations, which do not affect the issues involved in this controversy. 


The section recognizes the existence of the right of set-off and pro- 
vides a method by which it can be enforced, even after bankruptcy. It 
may be exercised by the parties before the petition is filed. If it is not, 
then, “under command of the statute,” it must be done by the trustee. 
Studley v. Boylston Nat. Bank of Boston, 229 U. S. 523, 33 S. Ct. 806, 
808, 57 L. Ed. 1313; In re Montgomery Bros., D. C., 51 F. 2d 284; In 
re Cross, 2 Cir., 273 F. 39. A deposit of money upon general account 
with a bank creates the relation of debtor and creditor. New York 
County National Bank v. Massey, 192 U. S. 138, 24 S. Ct. 199, 48 L. Ed. 
380. Thus where a bank receives deposits in the regular course of busi- 
ness, which are subject to withdrawals by check, and there is no collu- 
sion or fraud, and no showing by the trustee that the balance was built 
up for the purpose of giving the bank a preference, and where the de- 
positor is indebted to the bank by note, the bank has the right when 
the note is due, to set off the amount due to the bank on the note against 
the amount due from it on the deposit account. In re Cross, 2 Cir., 273 
F. 39; In re Ulen & Co., D. C., 46 F. Supp. 437, 439; Bankruptcy Act, 
Sections 1 (11), 63, sub. a(1), 68, sub. a, 11 U.S. C. A. §§ 1 (11), 103, 
sub. a(1), 108, sub. a; New York County Nat. Bank v. Massey, supra; 
Studley v. Boylston Nat. Bank, supra; Scammon v. Kimball, 92 U. S. 
362, 23 L. Ed. 483; In re Philip Semmer Glass Co., 2 Cir., 135 F. 77, 
appeal dismissed; Conboy v. First Nat. Bank of Jersey City, 203 U. S. 
141, 27 S. Ct. 50, 51 L. Ed. 128; Doggett v. Chelsea Trust Company, 1 
Cir., 73 F. 2d 614; Fourth National Bank of Wichita, Kan. v. Smith, 8 
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Cir., 240 F. 19; Rupp v. Commerce Guardian Trust & Savings Bank, 
6 Cir., 832 F. 2d 234. 

This right exists, even though the depositor is insolvent when the 
note becomes due, and such insolvency is known to the bank. Conti- 
nental & Commercial Trust & Savings Bank v. Chicago Title Co., 229 
U. S. 435, 33 S. Ct. 829, 57 L. Ed. 1268; New York County National 
Bank v. Massey, supra. 

Section 68 did not create the right of set-off, but protected it “if the 
petition is filed before the parties have themselves” exercised it. Studley 
v. Boylston National Bank, supra. [229 U. S. 523, 33 S. Ct. 808] 

The filing of the petition is “the crucial time” in bankruptcy pro- 
ceedings provided adjudication follows. Section 1 (13)*; Sexton v. 
Dreyfus, 219 U. S. 339, 345, 31 S. Ct. 256, 55 L. Ed. 244. A bank has 
the right of set-off as to the existing deposit balance when the petition 
in bankruptcy is filed. Citizens’ Union Nat. Bank v. Johnson, 6 Cir., 
286 F. 527, 31 A. L. R. 255. 

In the leading case of In re Michaelis & Lindeman, D. C., 196 F. 718, 
719 the Court said: “Admittedly there must come a time as of which 
claims against a bankrupt’s estate are to be liquidated and stated. This 
is just as true when there is a set-off or counterclaim concerned as when 
there is none, and this time has been fixed as the date of filing petition. 
Sexton v. Dreyfus, 219 U. S. 339, 31 S. Ct. 256, L. Ed. 244, 25 Am. 
Bankr. Rep. 363, and Steinhardt v. National Park Bank, 52 Misc. 464, 
102 N. Y. S. 546, 18 Am. Bankr. Rep. 86. 


“Section 68 requires that, in all cases of mutual debts or credits be- 
tween the estate of a bankrupt and a creditor, the ‘account shall be 
stated and one debt shall be set off against the other, and the balance 
only shall be allowed or paid.’ The statutory direction that the account 
shall be stated implies that there must be a time when the statement 
is to be made, and when a final statement of an account is made the ac- 
count is closed and all mutuality ceases, for the account becomes a 
statement of balance . . . the mutual account between these bankrupts 
and their bank of deposit was closed by operation of law the moment 
petition was filed, and any money thereafter intrusted by the bank- 
rupts to the bank was like a deposit with another person and not sub- 
ject to any set-off existing before petition.” 


It is admitted that, “For some time prior to filing of petition and 
adjudication of bankruptcy, Merchandise Mart had maintained a gen- 
eral account with the bank. Deposits and withdrawals were made in 
the usual course of business against this account and nothing was done 
to build up the account in order to prefer the bank over other creditors.” 

It appears that during the period from June 18, the date petition 
was filed, and June 27, the date the set-off was made by the bank, with- 


*“(18) ‘Date of bankruptcy,’ ‘time of bankruptcy,’ commencement of proceedings,’ 
or ‘bankruptcy,’ with reference to time, shall mean the date when petition was filed.” 
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drawals in the usual course of business, excluding the set-off by the 
bank, totaled $769.18. These withdrawals were made by the bank- 
rupt’s checks in the regular course of business, and when the bank ap- 
parently had no actual knowledge or actual notice of the filing of peti- 
tion in bankruptcy. Under such circumstances it has been held that a 
banker who, after the filing of a petition in bankruptcy, but before ad- 
judication, in good faith, and without knowledge or notice of the bank- 
ruptcy, passes the bankrupt’s checks in the regular course of business 
is not liable to the trustee for the amount so paid. Citizens’ Union Nat. 
Bank v. Johnson, supra; In re Zotti, 2 Cir. 186 F. 84, 108 C. C. A. 196, 
Ann. Cas. 1914 A, 240, certiorari denied 223 U. S. 718, 32 S. Ct. 522, 56 
L. Ed. 628; In re Fuller, 2 Cir., 294 F. 71. 

From the foregoing authorities it would seem to follow logically that 
wherever a proper set-off is allowable under the statute, it is the duty 
of the trustee to state the account, and set off one debt against the 
other as of the date of the filing of the petition. 

The question in the Hotel Martin Case, relied upon by the Referee, 
was whether a bank may set-off debts owed to it by a corporation 
against a deposit made by the debtor, after the filing, but before the 
approval, of a petition for reorganization under Section 77B of the 
Bankruptcy Act, 11 U.S. C. A. § 207. 


The “first in, first out” rule applied in the Martin Case has been 
applied in reorganization proceedings under the Bankruptcy law, but it 
has never, so far as I have been able to find, been applied in the ordi- 
nary bankruptcy case. In fact the Supreme Court in the case of Low- 
den v. Northwestern National Bank, 298 U. S. 160, 56 S. Ct. 696, 698, 
80 L. Ed. 1114, said: “A proceeding to reorganize is not a bankruptcy, 
though an amendment to the bankruptcy act creates and regulates the 
remedy. From the fact without more that such a proceeding has been 
initiated, one cannot know that it will be necessary to have recourse to 
section 68, 11 U.S. C. A. § 108, which was meant in its enactment to 
prescribe the rule of set-off upon a distribution of the assets. That 
stage of administration, or the analogous stage of a revision of the 
debts, may never be attained in a proceeding to reorganize though a 
. petition has been approved and trustees have been appointed.” 

From the opinion of the Supreme Court in this case it seems that 
the mere filing of a petition for reorganization which in no sense consti- 
tutes an admission of insolvency, gives to a bank no right of set-off, and 
that, for that purpose, it could not regard the petition, under the cir- 
cumstances, as the equivalent of a voluntary petition in bankruptcy. 
For the purpose of set-off, it would be inconsistent with the provisions 
of section 77, 11 U. S. C. A. § 205, to treat a debtor in reorganization 
proceedings as a voluntary bankrupt, unless it appears that insolvency 
actually existed and that liquidation and distribution of assets, rather 
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than reorganization and rehabilitation, was in order. A reorganization 
proceeding has for its object the rehabilitation of the debtor, it con- 
templates the conservation of the corporation and a continuation of 
its business and not a liquidation of its assets. The provisions of sec- 
tion 68 may not be invoked if its application will tend to defeat the 
purpose of the reorganization proceeding. In re American Coils Co., 
D. C., 74 F. Supp. 723; Lowden v. Northwestern Nat. Bank & Trust 
Co. 8 Cir., 84 F. 2d 847. 


In the case of Tyler v. Marine Midland Trust Co., of New York, 128 
F. 2d 927, 928, the Circuit Court of Appeals of the Second Circuit had 
before it for consideration the question whether a creditor holding an 
unmatured note may exercise a right of set-off while the debtor is in a 
proceeding for an arrangement, Bankruptcy Act, Chapter XI, 11 U. S. 
C. A. § 701 et seq., and if so, whether the validity of the set-off is af- 
fected by a dismissal of this proceeding followed immediately by a pro- 
ceeding for reorganization, Bankruptcy Act, Chapter X, 11 U.S.C. A. 
§ 501, et seq. In a preliminary discussion of the question the Court 
said: “In ordinary bankruptcy, a bank may ordinarily set off a deposit 
against even an unmatured indebtedness if it is done after the petition 
is filed and without fraud or collusion for purposes of effecting a pref- 
erence. New York County Nat. Bank v. Massey, 192 U. S. 188, 24 
S. Ct. 199, 48 L. Ed. 380; Studley v. Boylston Nat. Bank of Boston, 
229 U. S. 523, 33 S. Ct. 806, 57 L. Ed. 1313. Stated in terms of the 
Bankruptcy Act, § 68, 11 U.S.C. A. § 108, allows a set-off of all mutual 
debts and credits, provided the credits are provable and not subject to 
disallowance under § 57, sub. g. 11 U.S. C. A. § 93, sub. g, because of a 
preference. Under § 63, sub. a(1), 11 U.S. C. A. § 103, sub. a(1), the 
trust company had a provable claim. Therefore, were this ordinary bank- 
ruptcy, no question of the propriety of the set-off would arise.” See also, 
In re American Coils Co., supra. 

I can see no reason for applying the “first in, first out” rule in an 
ordinary bankruptcy case. 

For the foregoing reasons, it would ordinarily follow that the trustee 
should state the account and set-off the debt of the bank to the bank- 
rupt as of June 18, 1947, in the amount of $1,081.47, against the debt of 
the bankrupt to the bank as of June 18, 1947, in the amount of $3,000 
and that the Referee should allow a claim of the bank against the bank- 
rupt estate for the balance, but the bank contends that it “is entitled 
to set-off the sum of $754.02, standing to the credit of Merchandise 
Mart on June 27, 1947, against the unpaid balance due upon the prom- 
issory note of Merchandise Mart which became due and payable May 
27, 1947, prior to the filing of the petition in bankruptcy, and that the 
Order of the Referee should be modified accordingly.” 

The certificate of the Referee discloses that after the petition was 
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filed deposits in the sum of $590.25 were made by the bankrupt into 
its bank account at the bank, and that withdrawals, exclusive of the 
attempted set-off, amounted to $769.13, leaving a balance of $312.34 of 
the amount on deposit at the time the petition was filed. 

After the filing of the petition sums deposited with the bank by the 
bankrupt may not be set-off against the bankrupt’s indebtedness to the 
bank. Matter of Montgomery Bros., D. C., Miss. 51 F. 2d 284, 18 Am. 
Bankr. Rep., N. S., 221; Toof v. City National Bank, 6 Cir., 206 F. 250, 
30 Am. Bankr. Rep. 79; In re Michaelis & Lindeman, D. C. N. Y., 196 
F. 718, 27 Am. Bankr. Rep. 299; Reed v. Barnett Nat. Bank, 5 Cir., 250 
F. 983, 41 Am. Bankr. Rep. 419; Citizens’ Union Nat. Bank v. Johnson, 
6 Cir., 286 F. 527, 31 A. L. R. 255, 2 Am. Bankr. Rep., N. S., 927; Collier 
on Bankruptcy (14th Ed.) page 772. Therefore, the sum of $590.25, 
deposited after the filing of the petition by the bankrupt, may not be 
set-off against the bankrupt’s indebtedness to the bank. 

The record before me does not disclose whether the bank has filed 
a claim against the bankrupt for the balance, after deducting its at- 
tempted set-off of $754.02; it does not disclose whether the bank proved 
its claim against the bankrupt for the balance due on the notes, after 
deducting the attempted set-off of $754.02; it does not disclose in what 
amount, if any, the bank voted its claim in any meeting of the creditors; 
it does not disclose what amount, if any, of dividend the bank received 
on any claim filed by it; and no question of waiver is raised by the ex- 
ceptions of the trustee. Even though the bank had no right of set-off 
against the $590.25, deposited after the filing of the petition in bank- 
ruptcy, it seems to me that since the bank has claimed the right of set- 
off in the amount of $754.02, that the trustee should state the accounts 
as of June 18, 1947, the date of the filing of the petition, and allow the 
bank a set-off of the amount claimed by the bank, $754.02, against the 
amount on deposit on that date of $1,081.47, and allow the bank a claim 
against the bankrupt for the balance due on the note. Because the 
bank is claiming a right of set-off in the sum of only $754.02, I must 
assume, nothing else appearing, that it waives its right to a set-off of 
more than that amount. In Matter of Brockton Shoe Mfg. Co., Inc., 
D. C. Mass., 8 F. Supp. 959, 27 Am. Bankr. Rep., N. S., 264. 

Accordingly, the decision of the Referee is modified and the matter 
again referred to him for further proceeding not inconsistent with this 


Opinion. 















TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills 
estates, descent, distribution and corporate fiduciaries 





Executor’s Commissions 





In re Searles, N. Y. Surrogate’s Court, 120 N. Y. L. J. 277 


Executors of an estate were not entitled to commissions on a sum 
paid directly by the trustee of an inter vivos trust out of that fund on 
account of estate taxes, since the moneys never came into the control 
or possession of the executors and under Section 285 of the Surrogate’s 
Court Act, compensation is awarded only on the basis of sums received 
and paid out. 


Executor Entitled to Commissions 





Doherty v. Stoner; Estate of Buchholz, U. S. Court of Appeals, District of 
Columbia, Circuit No. 9694 

Testatrix directed that her executor “be allowed the maximum com- 
pensation permitted by law.” The statute provides that executors’ 
commissions shall not exceed “ten per centum of the inventory or in- 
ventories.” The question here is whether that is 10% of the net or 
gross inventory values of the estate assets. The executor sold estate 
realty and out of the proceeds of the sale, prior to his receipt thereof, 
there were deducted the amounts owing on liens, debts, etc., against 
the estate. Hence, the net amount received by the estate was much 
less than the gross amount of the sale. The executor however was en- 
titled as commissions to 10% of the gross inventory value of the realty. 
The same was true as to the amount of money on deposit in a bank 
which held a promissory note of the testatrix, but which note did not 
mature until after the date of testatrix’s death. The bank however paid 
the executor the amount on deposit less the amount of the note. The 
executor was entitled to his commissions based upon the amount on 
deposit at testatrix’s death. 

As a general rule, it is unsafe to permit advances on executor’s com- 
missions before the services are terminated. However, in this case it 
was certain, because of the size of the inventory and the provision of 
the will fixing his compensation at ten per cent thereof, that the execu- 
tor would ultimately be entitled to commissions largely in excess of the 
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sums which he withdrew prematurely. Although it was improper for 
the executor to make the unauthorized withdrawals, no damage has 
resulted either to the estate or to the residuary legatees. The estate 
was not deprived of income on the amounts withdrawn too early, since, 
ordinarily, an executor does not make investments and is not charged 
with interest on the cash in his hands during the normal course of ad- 
ministration. To require the executor to pay, as requested by heirs, 
interest to the estate on the sums prematurely withdrawn by way of 
commissions would, therefore, be nothing more than punishment for an 
unauthorized but harmless act. Such punishment is unjustifiable. 


Endowment Fund for Hospital Room 


In re Pelton, N. Y. Surrogate’s Court 


Testatrix stated in her will “I give and bequeath to Herkimer 
Memorial Hospital the sum of $10,000 to endow a room.” The court 
construed the phrase “to endow a room” to mean the establishment of 
a permanent fund, the income from which is to be used for the main- 
tenance of a hospital room, and the hospital did not get an unrestricted 
gift of $10,000. It is only logical to believe that with testatrix’s 


knowledge of the endowment fund of this hospital (testatrix had been 
a director and at one time president and trustee of the hospital and 
its predecessor), she would not have used the words “to endow a 
room” had she intended an unrestricted gift. 


Executor’s Management of Estate 


Austin v. Smith, New Jersey Chancery Court, Docket No. 158/79 


After creating a trust, testator nominated his executors and granted 
them powers in the following language: “During the period of admini- 
stration of my estate, in the Surrogates or Probate Court, I give unto 
my executors, and unto their successors, the same full powers and au- 
thority with reference to control, management and disposition of my es- 
tate until it is distributed to my trustees as aforesaid, that I have given 
unto them as Trustees.” The trustees (being the same persons as ex- 
ecutors) were given the following powers: “To hold, possess, manage 
and control the said trust estate, and every part thereof, with full pow- 
ers to sell, transfer, mortgage, convey and dispose of the same, upon 
such terms, and in such manner, and for such price or prices, as to my 
trustees shall seem meet and proper, without any limitation upon their 
powers to do, it being intended hereby to give said trustees full and 
complete authority to hold, possess, manage, control, sell, convey, mort- 
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gage, encumber, repaid, rebuild, lease for any length of time, invest and 
reinvest, the whole and every part of the said trust estate, according to 
their sole judgment and discretion, without any limitation upon their 
powers and authority so to do.” 

It seems quite apparent that the testator desired to vest in the desig- 
nated executors all of the powers that he had granted to his trustees 
upon the final setting up of the trust. The quoted portions contemplate 
a control, operation and management of the real estate by the execu- 
tors. The court therefore found that the testator devised his real estate 
to his designated trustees, subject to a power of sale granted to the 
executors, and subject to the management, operation, and control of the 
real estate by the executors until their final accounting discharge and 
turning over thereof to the trustees. 


Exercise Power of Appointment 


Schaeffer v. Haseltine, North Carolina Supreme Court, No. 91 


Testator’s sister-in-law validly exercised a power of appointment 
given to her by testator’s will, when in her own will, she devised “all 


the rest and residue” of her estate “both real, personal and mixed, 
wherever situate.” The rule now is that “A general devise of the 
real estate of the testator shall be construed to include any real estate 
which he may have power to appoint and shall operate as an execution 
of such power, unless a contrary intention shall appear by the will.” 
There was nothing in the donee’s will to indicate a contrary intent; 
therefore, it must be construed as a valid exercise of the power. 


~ 


Validity of Income Interests in Trust 


Estate of Laucks, Pennsylvania Supreme Court, Nos. 2, 3 


Testator created a trust out of his entire residuary estate, directing 
the trustee: to pay to his son during the latter’s life $50 per week; to 
pay to the son’s wife $5,000 per annum so long as she and the son 
live together; to pay to the widow (if the son should die leaving a widow 
and they were living together at the son’s death) $5,000 per annum 
until her remarriage or death; to appropriate such sums as the trustee 
may deem advisable for the support, maintenance and education of 
each of the son’s children until they shall respectively attain the age 
of 25 years; to pay 10 per cent of the annual net income of the estate 
not applied as previously stated, during the son’s life, to certain in- 
stitutions; and also during the son’s life to distribute semi-annually the 
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remaining 90 per cent of such net annual income in such amounts and 
in such proportions as the trustee in its discretion may deem proper 
and advisable to and among the son, his wife and family, decedent’s 
brothers and sisters and the descendants of any deceased brothers and 
sisters who may be living at the time of such distribution. These pro- 
visions did not violate the rule against perpetuities since the time 
for distribution cannot be long delayed, if at all, after testator’s son’s 
death (the attainment by each of the son’s children and surviving issue 
of deceased children of the age of 25 years). The testator did not 
prescribe a remote time until the arrival of which his property was 
to remain unsold (the executor and trustee was given full power to 
sell, invest and reinvest the assets) and there was no provision for 
accumulation of income. 


Failure to Exercise Right to Subscribe for Additional Stock 


Estate of Pate, N. Y. Surrogate’s Court, 119 N. Y. L. J. 2077 


A trustee was not derelict in his duty for not investing more trust 
funds in additional stock, when the corporation issuing the stock offered 
rights to purchase additional shares at $100 on a share on the basis of 


percentages of the amount owned. The trustee had the power to ex- 
ercise the rights, but it was not compelled to do so. In this case it 
might have been forbidden speculation with the securities market for 
the trustee to acquire the additional stock, and taking needless risks 
is not the business of a fiduciary. Therefore, the trustee is not sur- 
chargeable for failure to exercise the rights. 


Removal of Trustees 


Highley Estate, Pennsylvania Orphan’s Court, No. 16230 


Trustees who failed to file accounts, and failed to pay over trust in- 
come, and who do not speak to each other, are unwilling to cooperate 
in the administration of the trust, are unwilling to join in the sale of 
certain trust property, cannot discuss the matters of the trust admini- 
strations amicably and dispassionately, and who filed exceptions to the 
only account filed, must be removed from office by the court, on the 
ground that the disharmony between the trustees has reached such an 
extent as to have placed the administration of the trust and interests of 
the beneficiaries in jeopardy. 





TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes on trusts, 
estates and gifts 


American Stock of British Decedent Securing Loan to Great Britain 
Not Taxable 


G. M. Bickford-Smith et al., Exrs. v. United States U. S. Court of Claims, 
No. 46475 

Stock in an American corporation which a British decedent had de- 
livered to his government to serve as security for a Reconstruction 
Finance Corporation loan to Great Britain is not subject to Federal 
estate tax, as stock belonging to a non-resident alien. Rather, it is ex- 
cludible as property of the British Government. In reaching this con- 
clusion, the United States Court of Claims pointed out that decedent 
had no right to return of the stock, since his government could pay him 
the market value instead of releasing it to him. Also, he had no right 
to have it kept available subject to the pledge, since the British Govern- 


ment could have sold it in the hope of buying similar stock cheaper 
at a later time and releasing the substituted stock to the depositor. 


Bequests for Maintenance of Cemeteries 


Estate of Arthur D. Haley v. Commissioner, U. S. Tax Court, 7 T. C. Memo. 
Docket No. 12552 

Decedent, who died in 1943, bequeathed his residuary estate in shares 
to be held in trust “for the maintenance, improvement, enlargement and 
beautification of” named cemeteries. Although no profit was received 
from operation of the cemeteries and no one who could pay the price 
was excluded from purchasing a lot or, if unable to pay, was forbidden 
free burial, it is held that the cemeteries were not operated “exclusively” 
for charitable purposes. Hence, the bequests are not deductible in com- 
puting the net taxable estate. 


Contemplation of Death 


Estate of James E. Frizzell v. Commissioner, U. S. Tax Court, 11 T. C. No. 69 


Decedent, who died in 1940 at the age of 84 years, created a trust 
three years prior to his death for the benefit of an incompetent son. 
Since the trust was created for the purpose of insuring the material 
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welfare of the son in the event that he should be left alone, it served 
as a substitute for a testamentary provision and is taxable as made in 
contemplation of death. The court reached this conclusion in rehearing, 
to reaffirm its previous opinion. Although decedent had suffered a minor 
loss from six commodities transactions during the year preceding creation 
of the trust, the court refused to hold that it was created in order to 
safe-guard decedent’s assets from the results of speculating on the market, 
since there was no evidence of actual speculating on his part. 


Gift Tax on Community Property Transfer 


Norman Taurog v. Commissioner, U. S. Tax Court, 11 T. C. No. 120 


‘A husband and wife contemplating divorce and desirous of settling 
their property rights without resort to a court for that purpose, divided 
California community property by an instrument conveying to each his 
interest therein. The instrument was to be delivered upon divorce and 
was delivered immediately after divorce. It separately provided for the 
maintenance and support of the wife. ‘The divorce decree specifically 
adopted and made a part thereof the agreed provisions dividing the 
community property and directed that “The plaintiff and defendant are 


hereby ordered and required to perform all of the obligations of said 
agreement.” It was held that the transfer thus effected to the wife of 
one-half interest in the community property was not a gift by the hus- 
band under sections 1000(d) and 1002 of the Internal Revenue Code. 


Reciprocal Trusts by Husband and Wife 


Margaret B. Tobin et al v. Commissioner, U. S. Tax Court, 11 T. C. No. 111 


Petitioners are husband and wife domiciled in Texas. On November 
14, 1935 each petitioner created a trust having a corporate trustee and 
an advisory committee of three persons and provided that the net in- 
come of each trust was to be paid to the other as the advisory commit- 
tee may direct for life with remainder over to others. On June 14, 1935 
each petitioner created a trust having a corporate trustee and an ad- 
visory committee of three persons and provided that the net income of 
each trust was to be paid to the other as the advisory committee may 
direct for life, and upon the death of the life beneficiary the corpus was 
to become a part of the life beneficiary’s estate distributable in ac- 
cordance with his or her will or in case of intestacy under the Texas 
law of descent and distribution. 

It was held that under the principles enunciated in Lehman v. Com- 
missioner, 109 Fed. (2d) 99, these four trusts are reciprocal trusts and 
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the net income therefrom is taxable to petitioners under section 167 (a) 
(2) of the Internal Revenue Code and as community income under the 
laws of Texas. 


Gift Distinguished from Pension 


Charles W. Wright v. Commissioner, U. S. Tax Court, 7 T. C. Memo. 
Docket No. 15189 

oe received the sum of $19,500 from the successor to the cor- 
poration by which he had been employed. The amount was held to 
be a gift and not compensation for past services. The fact that the 
gift was made according to a schedule based on length of service did 
not mean that service was being paid for. The directors of the paying 
corporation had the power to make the payment regardless of schedule; 
they did not seek to deduct the payment on the corporation’s income 
tax return, which indicates that the intent of the directorship was to 
make a gift as distinguished from pensions and retirement benefits. 


Income Currently Distributable 


Anthony J. D. Biddle, Jr., et al, v. Commissioner, U. S. Tax Court, 11 T. C. 
No. 106 

The trustees of a testamentary trust established for the benefit of 
petitioner received in 1937 as a dividend on certain shares of Newmont 
Mining Corporation stock held by the trust 1,591 shares of the common 
stock of the Phelps Dodge Corporation. This stock was allocated by the 
trustees to trust corpus and the income tax thereon was paid by the 
trust. It was held that the 1,591 shares of Phelps Dodge stock, under 
the provisions of the trust instrument and New York law, were properly 
allocated by the trustees to trust principal and did not constitute cur- 
rently distributable income taxable to the beneficiary, Margaret T. 
Biddle, within the meaning of section 162 (b) of the Revenue Act of 1936. 


Invasion of Charitable Remainders 


Estate of Anna F. Kenny, U. S. Tax Court, 11 T. C. No. 104 


Decedent bequeathed the residue of her estate to a corporate trustee, 
directing that the income be paid to her husband for life and the corpus 
thereafter be distributed to ten charities. She authorized the trustee to 
make payments to her husband out of corpus if required for his com- 
fort and support. At the time of decedent’s death the husband was over 
83 years of age. His habitual living expenses exceeded the income of 
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the testamentary trust but were substantially less than his combined 
income from this source, an inter vivos trust, also created by decedent 
for his support, and his separate means. 

On the evidence, it was held that the amount of the remainder be- 
quests to charity can be computed with reasonable accuracy as of the 
time of decedent’s death and are hence deductible under section 812(d), 
Internal Revenue Code, since the possibility of corpus invasion was re- 
mote. Ithaca Trust Co. v. United States, 279 U. S. 152. 


Previously Taxed Property 


Estate of Emanuel Sturman v. Commissioner, U. S. Tax Court, 11 T. C. No. 107 


This case held that the value of the corpus of a trust of which the 
decedent was grantor is includible in the decedent’s gross estate under 
section 811(d) (2), Internal Revenue Code, where at the time of his 
death the decedent as donor had the power to remove the trustee and 
appoint himself successor trustee and in the latter capacity had the 
power to terminate the trust thereby changing the beneficial interest of 
his minor children from one of future enjoyment to one of immediate 
ownership and enjoyment and also to cut off contingent interests of 
others. 


Trust Income Taxable to Grantor 


Estate of Emanuel Sturman v. Commissioner, U. S. Tax Court, 11 T. C. Na. 107 


A trust created by a husband for the benefit of his wife, son and 
daughter provided that the wife should receive $2,500 per year, payable 
in monthly installments, together with any additional sums for her 
maintenance and support, as the trustee shall in his own discretion deem 
fit or necessary. The use of principal of trust was authorized if income 
was insufficient. During each of the years 1942 and 1943, the wife re- 
ceived $2,500, all of which she deposited in her bank account, with the 
exception of $132.34 which she used to pay her income taxes and make 
charitable contributions. It was held that the amounts received by wife 
from trustee are not taxable to grantor of trust under doctrine of Doug- 
las v. Willcuts, 296 U. S. 1. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Private Enterprise 


HE Committee for Economic 

Development, in its report on 
Monetary and Fiscal Policy for 
Greater Economic Stability, has 
some interesting things to say 
about the organization of a free 
economy. 


In a free society, it is pointed 
out, people organize to serve their 
purposes in a way that maximizes 
individual freedom and minimizes 
concentration of power. And there 
must be such a division of respon- 
sibilities among persons and in- 
stitutions, that the purposes of the 
members of society are efficiently 
served without a centralization of 
authority that jeopardizes indivi- 
dual liberty. 


Key economic institution of a 
free society is the market—the 
process of voluntary exchange of 
goods and services among compet- 
ing individuals and businesses. It 
may be observed that the alloca- 
tion of resources among produc- 
tive users and the distribution of 
the product emerge as the result 
of millions of free individual 
choices in the market. 


This market process of voluntary 
exchange makes two important 
contributions to the organization of 
society. 


1. Despite all imperfections, 
the market operates with an effi- 
ciency not equalled by any other 
system. 


At each point throughout the 
economic system, decisions are 
made by persons most closely 
concerned and generally best in- 
formed about the alternatives in 
each particular situation. How- 
ever, at the same time, these de- 
cisions are not made in isolation. 
Each producer has before him the 
relative prices of various goods 
and services; these represent, to 
him, the conditions under which 
these products can be supplied and 
the demands of other purchasers 
for these same products. 

2. Decentralization of decision- 
making in the market permits 
society to be organized without 
great concentration of power and 
without coercion. Each individual 
makes his own voluntary adapta- 
tion to his economic environment; 
he is not coerced into it by a cen- 
tral decision-maker. 

“The function performed by the 
market,” states the Committee’s 
report, “is to determine how much 
of each particular commodity or 
service is produced, by whom, and 
for whom, and for whose benefit. 
These questions cannot be left to 
government in a society that 
values freedom.” These matters, 
it is evident, are too complex to 
be handled by an administrative 
agency. Besides, any government 
entrusted with making these de- 
cisions would wield tremendous 
power over the lives of its citizens. 

In a free society, there is a 
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strong presumption against gov- 
ernment intervention in the mar- 
ket process—by wage, price, pro- 
duction or distribution controls. 
This presumption can only be re- 
butted in such emergencies as war, 
or in other clear and limited cases. 

Of course, to assert the necessary 
independence of the market in a 
free society doesn’t mean that the 
government has no indispensable 
functions in the economy. Certain 
types of government action are re- 
quired if a _ society organized 
around the market is to function 
properly. For example, there must 
be appropriate laws of contract 
and property rights; there must be 
well-designed rules to prevent mo- 
nopoly. Furthermore, the govern- 
ment must take steps to prevent 
falsification in order that the free 
and efficient qualities of the mar- 
ket may be preserved. Where the 
health and safety of the commun- 
ity must be protected, as in the 
sale of drugs and dangerous ar- 
ticles of commerce, the government 
must intervene. Also, the market 
system requires an instrument to 
serve as money, and an effective 
money cannot be created without 
government action. 

Precise and permanent limits 
cannot be set on the functions that 
the government may be appro- 
priately called upon to perform. 
“What is important,” states the 
C.E.D., “is adherence to the prin- 
ciple that the powers of govern- 
ment should be so limited in scale 
and character as to protect the 
freedom of the individual, the 
limits being enforced by the con- 
tinuing vigilance of the people as 
well as by constitutional restric- 
tions.” 
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Venture Capital 


Speaking before a luncheon of 
the New York Insurance industry 
in honor of the National Associa- 
tion of Insurance Commissioners, 
Emil Schram, president of the New 
York Stock Exchange, remarked 
that the Exchange was currently 
exploring an interesting tax pro- 
posal. This proposal would ex- 
empt the stockholder from taxa- 
tion on that portion of dividends 
paid by corporations in excess of 
50 per cent of their earnings 
available for the common stock af- 
ter Federal taxes. After further 
study, Mr. Schram observed, the 
Exchange might advocate its 
adoption by Congress. 

In essence, the proposal would: 

1. Eliminate any necessity for 
an undistributed profits tax; 

2. Eliminate any need for Sec- 
tion 102 of the Internal Revenue 
Code; 

3. Recognize the injustice of 
double taxation of dividends in 
principle, but only to a limited de- 
gree; 

4. Give cause for stockholders 
or owners to take decidedly more 
interest in the affairs of their 
companies; 

5. Increase revenues to the Fed- 
eral Treasury, although it is not 
proposed as a revenue measure. 
(If this provision had been effec- 
tive January 1, 1948, at least 50 
per cent of earnings might have 
been distributed instead of less 
than 40 per cent, resulting in an 
estimated $700 million in addi- 
tional Federal Revenues) . 

6. Increase the attractiveness of 
ownership securities and hold down 
the increase in the debt of corpora- 
tions; 
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7. Tend to reduce emphasis on 
possible capital appreciation and 
place the emphasis of investment 
programs on continuity and sta- 
bility of income; 

8. Militate against concentra- 
tion of power. 

Mr. Schram emphasized that 
this proposal would leave manage- 
ment and stockholders, or owners, 
in the position of determining divi- 
dend policy without “one iota of 
government interference.” For ex- 
ample, if sinking fund repayments 
contained in a loan agreement or 
indenture interfered with more 
liberal dividend payments, stock- 
holders would have the facts be- 
fore them and explained. Like- 
wise, exceptional growth, which 
creates an extraordinary need for 
funds, would not be retarded by 
forcing dividend payments in lieu 
of a penalty, as under an undis- 
tributed profits tax. 

Mr. Schram feels that the stock- 
holder has been neglected and 
that neither business nor govern- 
ment has given him much con- 
sideration. While encouragement 
and special assistance have been 
given to the wage-earner, the 
farmer and business itself, millions 
of stockholders have been forgot- 
ten. 


Savings Bank 


Elliot V. Bell, New York State 
Superintendent of Banking, warns 
savings banks that higher divi- 
dends should not be adopted at the 
expense of appropriate loss re- 
serves. In his annual report to the 
Legislature, Mr. Bell notes that 
the need for establishing adequate 
reserves out of operating earnings 
has been accentuated by reason of 
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the substantial portion of savings 
bank mortgage portfolios repre- 
sented by loans made during the 
post-war years. 

Recommended by the New York 
State Banking Department is the 
establishment of mortgage re- 
serves on the basis of an annual 
provision of 4% of 1 per cent of 
portfolio holdings. This policy 
enables banks to draw periodically 
against earnings and thus set up 
reserves which will make a rea- 
sonable contribution toward losses 
that occur with the downswing in 
the economic cycle. 


Life Company Investments 

At the year-end, total mortgage 
holdings of more than 500 life in- 
surance companies were estimated 
at $10,825,000,000. More than 
$3,300,000,000 of funds went into 
the financing of real estate mort- 
gages in 1948. This was a record 
volume of financing and repre- 
sented an increase of $600,000,000 
over the previous year. However, 
after making allowance for repay- 
ments of existing mortgages, the 
net increase of mortgage holdings 
at the close of 1948 was $2,150,- 
000,000. 


F.H:A. homes accounted for well 
over a billion dollars of 1948 mort- 
gage financing by life companies. 
At the close of the year, holdings 
of home mortgages written under 
the F.H.A. plan were estimated 
at $2,350,000,000. 
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More than $400,000,000 went in- 
to the financing of Veterans Ad- 
ministration mortgages under the 
G.I. Bill of Rights in 1948. Hold- 
ings of such mortgages on Decem- 
ber 31, 1948 were estimated at 
$1,225,000,000. 

About one-fifth of the total 
funds per policyholder is repre- 
sented by mortgage investments. 


Manufacturers Trust Increases 
Earnings 


The annual report of the Manufacturers 
Trust Company, New York, reports as fol- 
lows on its earnings: 

“Net earnings for the year 1948, after all 
charges, amounted to $10,701,008, equal to 
$5.19 per share, as compared with $9,735,203 
or $4.72 per share, for the year 1947. Gross 
earnings totaled $41,334,951, compared with 
$39,317,453 in 1947. While our income from 
loans increased $1,977,678 during the cur- 
rent year, reflecting higher interest rates 
and expanded volume, this increase was 
partly offset by a decrease of $727,741 in 
interest and dividends received from invest- 
ments, as a result of a decrease in our hold- 
ings of Government securities. Our total 


operating costs rose from $27,293,162 to 
$27,942,630, due to the generally higher 
costs now confronting all businesses.” 
During the year 1948, Capital Funds 
were increased out of net earnings after 
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dividends, by $5,751,008 and now total 
$129,566,109. As a result the book value 
of the bank’s stock rose from $60.08 per 
share on December 31, 1947, to $62.82 per 
share December 31, 1948. Capital and Sur- 
plus remain at $41,250,000 and $60,000,000 
respectively. Undivided Profits have in- 
creased to $28,316,109. 





National Bank of Detroit Reports 
Increased Earnings 


In his annual report to stockholders of 
the National Bank of Detroit, Walter S. 
McLucas, chairman of the board states: 

“With regard to operations, I am pleased 
to say that 1948 was a satisfactory year. 
By reason of expanded activity, an increase 
in the number of our customers, and a 
moderate firming of interest rates, our gross 
current operating income was $2,364,000 
greater than in 1947. Higher operating ex- 
penses and taxes absorbed $1,707,000 of the 
gain in gross income, but left $657,000 as an 
increase in net current operating earnings. 

“Our net current operating earnings 
amounted to $5,534,000 as against 94,- 
877,000 in 1947 with the latter figure re- 
stated on a comparable basis. 

“After other credits and charges of a 
non-operating nature . . . and after trans- 
fers to reserves, our earnings in 1948 were 
$4,934,000 or $3.29 a share on the 1,500,000 
shares outstanding as compared with $4,- 
438,000 or $2.96 a share in 1947. 

“The net increase in Undivided Profits 
in 1948 was $2,759,000 resulting from the 
year’s earnings of $4,934,000, less the 
dividends declared of $2,175,000.” 


National City Reports Loan Rise 


Operating earnings for the National City 
Bank of New York were higher in 1948, 
reflecting an increase in bank loans by $206 
million to $1,422 million, or from 23% to 
26% of assets. 

The decline of $231,000,000 in deposits 
reflects, said the bank, “largely Government 
actions of two sorts, Treasury excess of tax 
receipts over expenditure in the first half 
of 1948, and Federal Reserve increases in 
bank reserve requirements. To meet these 
requirements in part, out-of-town banks 
drew on their New York deposits.” 

While the deposit total has declined since 
1945, the number of depositors has con- 
tinued to grow and the total here and 
abroad is now more than 940,000. 

“The bank continues its policy of valuing 
its assets conservatively,” the report states. 

“At the year-end a total of over $30,- 
000,000 of unallocated reserves was deducted 
from the figures for loans and investments 
which appear in the published balance 
sheet.” 
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Today’s bank teller should understand the 
importance of his job and the opportunities 


— BANKERS | 


and BANK TELLERS 


You have never read a book that could 
compare with this for complete infor- 
mation about the bank teller, his job, 
Every practical banker and 
bank teller will want to get his copy 





it holds for the future. Here is a new book 

that covers the everyday problems of the teller, the necessity for a broad, 
- careful banking education, and the ways to develop executive ability. This 
book is indispensable to the ambitious teller; it places at his fingertips more 
information about his field than has ever before been compiled. 


THE BANK TELLER 


7 His Job and Opportunities 
By Edgar G. Alcorn 


Am 


Yet this comprehensive book is not limited in scope to bank tellers. It can also 
serve as a guide for bank executives who want to know how to select the right man for 
the all-important job of teller, and how to train him in the most efficient and profitable 
manner for advancement in his field. Both teller and banker who realize the respon- 
sibility, to the bank and the public, that accompanies this job will want to read, then 
study, this book. Only a glance will reveal how thoroughly and clearly every phase 
of the bank teller’s work, department, and opportunities are discussed. Send for this 
valuable book today. The first edition is limited in number. If you do not feel satis- 
fied with the book, return it in five days and pay nothing. 


ong the complete subjects you'll 


find featured: 


stepping stones that develop execu- 
tive ability 

training tellers to give information 
to the public 

teller influence outside of the bank 

teller salesmanship 

different types of accounts 

how the bank can help the teller 
minimize check losses 

examination of checks 

combining paying and receiving de- 
partments 

machines that eliminate errors, re- 
duce costs, prevent fraud, speed 
teller’s service 

our monetary system 

and much more 





Mail This Handy Coupon Today 


Bankers Publishing Company 
|465 Main St., Cambridge 42, Mass. 


Send me Alcorn’s The Bank Teller: His Job 
| and Opportunities. If it meets with my approval 
I will mail you $3.50 within five days. Otherwise, 
I may return it within five days and pay nothing. 


‘eg AN OM a cscs cndeaccisascasatedvecceccccéateteceaseasteeastseses 


i sae na aoe ¥ 


omelimes 
women have to 
carry the banners 


— you'll see the story of Joan 
of Arc, as portrayed on the screen 
by Miss Ingrid Bergman. 

Modern women, too, must often pick 
up the banners . . . in their struggle for 
the security of their family. 

Sometimes it takes a woman to insure 
her family’s future by setting them on 
a plan of adequate, regular savings. 

United States Savings Bonds—an 

investment that pays back four dollars 
for every three. Two plans: The Payroll 
Savings Plan, at your firm; the Bond-A- 
Month Plan, at your bank. 
If your home is your career, urge your 
husband, and other working members 
of your family, to start now on the plan 
for which they are eligible. If you are 
working, sign up at your firm or bank; 
influence the other members of your 
family to do the same. 

Soon the bonds add up. Soon you’ll 
know that confidence in the future 
which only comes through saving. 

It’s a wonderful feeling for anyone. 

And for a woman—how doubly 
wonderful! 


AUTOMATIC SAVING 
IS SURE SAVING 
U.S. SAVINGS BONDS 


Contributed by this magazine in co- 
operation with the Magazine Pub- 
lishers of America as a public service. 
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